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THE 1976 ECONOMIC REPORT OF THE PRESIDENT

WEDNESDAY, JANUARY 28, 1976

Conaress OF THE UNTITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10:05 a.m., in room 318,
Russell Senate Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding. .

Present: Senators Humphrey and Proxmire; and Representatives
Bolling, Reuss, Moorhead, Long, Brown of Ohio, Brown of Michigan,
and Heckler. )

Also present: John R. Stark, executive director; Richard F.
Kaufman, general counsel; Loughlin F. McHugh, John R. Karlik,
Courtenay M. Slater, William A. Cox, L. Douglas Lee, and Ralph
L. Schlosstein, professional staff members; Michael J. Runde, ad-
ministrative assistant; George D. Krumbhaar, Jr., minority counsel;
and M. Catherine Miller, minority economist.

OpENING STATEMENT oF CHAIRMAN HuUuMPHREY

Chairman Humearey. The committee will come to order. .

We are very pleased that the Council of Economic Advisers is
with us today. We welcome you before the Joint Economic Com-
mittee.

As I have said to you, Mr. Greenspan, on a number of occasions,
you have been very cooperative with us and we want to express our
appreciation for the cooperation which has been extended by the
Council and the members of its staff. We welcome Mr. MacAvoy and
Mr. Malkiel, members of the Council. I don’t believe we have seen
you of recent date, Mr. MacAvoy. We remember when you were with
us on the first occasion.

The issues to which we might address ourselves this morning are
legion: Regulatory reform, energy policy, agriculture, health, and
welfare. I hope that we will address each of these issues and others
at some point during our hearings. However, we will start off this
morning by focusing on the issues which are most essential to the
particular mandate of the Joint Economic Committee. These are,
of course, the issues of employment and inflation.

The administration has what can only be described as a “do-
nothing” position on both of these issues. You will remember that
in 1948 we had what the President—President Truman—described
as a “do-nothing” Congress. That may have been a dramatic exagger-
ation but many felt that way. I don’t want to travel under false
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colors, and I don’t make these comments at all personally, but in
examining the budget message and the Economic Report of the
President, gentlemen, I can’t help but say we are not attacking the
two fundamental issues of inflation and recession which plague the
economy today. .

The President states in his economic report, “It is often said that
we must choose between inflation and unemployment—I reject this
view.”

I agree with the President that we do not have to choose between
inflation and unemployment. The difference between us is this: the
President, as best as I can tell, is satisfied to endure both inflation
and unemployment for a considerable period of time. I believe that,
with proper policies, we can make much more rapid progress against
both inflation and unemployment.

I know what the traditional argument has been: That if we move
too fast on unemployment, that it generates inflation. I think that
is subject to debate. Merely having stated it, doesn’t necessarily prove
the case.

With regard to unemployment, the President recommends phasing
out both public employment programs and income-support programs
for the unemployed. This would be fine if the private sector were
in a position to absorb the slack thus created. We must recognize,
however, that revival in the private sector cannot occur miraculously
over night. It will be several years—I think we all agree on that—
before the private sector will be in a position to offer enough jobs"
for all those who are seeking work.

During this period, this transitional period, the Government must
continue and indeed enlarge its temporary emergency job programs.
I want to speak very candidly. I consider both the administration
and the Congress timid, fearful about attacking the problems of em-
ployment. We are content to dole out money in a sophisticated wel-
fare program rather than putting people to work.

I would like to have this Council explain to me why with all the
things that need to be done in this country, why we aren’t able
to put people on jobs to get it done and why we go the easy
way of running a computer to just turn out checks. That is what
is happening. Why aren’t we reforesting our forests. We are 15
years behind, Mr. Greenspan, If you don’t believe so, you can ask
the Secretary of Agriculture. He isn’t doing anything about it. I
am chairman of the committee and I am the author of the National
Resources Planning Act for range land and forests. We are 15 years
behind in our reforesting. We have hundreds of thousands of young
people who could be out planting those trees under proper super-
vision. That is looking to the future you know, because that is a
renewable resource that we need to do something about.

And T look and see what is happening to our transportation sys-
tem, to the railroads of this country, and obviously there is some-
thing that can be done. But we have gotten this computer now that
knows how to write checks faster than the human ever dreamed
possible So we have what I call the computer economic policy to
just put in the names and run out the checks instead of putting
people to work.
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My personal view is the work should be mostly in the private
sector, but every single recession compels management, of course, to
tighten up. After every recession the level of unemployment is just
a little higher. It takes a little longer to employ these people. So
T'm not going to be content with just a conventional argument and
a conventional response that it takes times. People die in time, I
know it takes time to turn a private economy around but that is
why we have a government. I don’t want the Government to take
over the private economy because it can’t run it; it can’t even run
the Post Office. But I do think the Government can take over a
certain amount of emergency public works and job programs such
as public service jobs.

This recession has left in its path a dreadful aftermath. Many
people have experienced an economic disaster. I just came back from
Rhode Island and I want my colleagues to know this. I went up
there to make a speech. In the talk I said: “You know, we have 8.3
percent unemployment.” And a fellow jumped up in the audience
and said: “What is wrong with you, Senator Humphrey? We have
12-14 percent unemployment in Rhode Island, and the Government
knocked off 10 percent of our entire payroll up here with one fell
swoop removing the bases. So we have 12-14 percent.”

You know I was out in Los Angeles. The Mayor of Los Angeles
comes up and testifies. I am reading one of those Government docu-
ments we have around here and I said to the Mayor: “Mr. Mayor,
I want to read you what the official report of unemployment here is
and it is 8.3 percent.” Mayor Bradley looked right at me and said:
“Senator, don’t come out here and talk like that.” He said: “We have
11 percent unemployment in Los Angeles.”

Now this is the sort of thing that I want us to get at. Frankly
when I look at these reports, they don’t get at it. I know the admin-
istration is worried. I don’t try to put any bad motives on any of you.
But it doesn’t act. As far as I can see, the administration’s economic
report does not have a single suggestion for dealing with inflation.
The only suggestion is hoping that it is going to come down.

Let me be specific. In fact, I think some of the suggestions will
raise prices. The recommended social security and unemployment in-
surance tax increases would be inflationary. There isn’t any other
way you can interpret it. When you put an additional unemploy-
ment insurance tax on a merchant or manufacturer or a social
security tax on anybody, that adds to the cost.

Next, the deregulation of natural gas prices will be inflationary.
There is a lot of difference between an increased price and total
deregulation, which is to let the market work its will regardless of
the consequences.

Perhaps these measures are necessary despite their inflationary
impact. I'm sure you will make a case for that. I’'m not personally
at all convinced that they are. But I recognize that there are argu-
ments on both sides.

However, if these inflationary measures are necessary, surely they
should be offset by some kind of anti-inflation policy.

It is rather shocking that this administration, which talks so much
about inflation; this administration which predicts a 26-percent rise



4

in corporate profits this year; this administration which points out
so correctly that 1976 is the heavy year of the collective bargaining
cycle has no policy proposals whatsoever for dealing with inflation.
I am amazed. .

The Council on Wage and Price Stability created by the President
at the time of the summit meetings in 1974 is not even mentioned
in the Economic Report. It is just like the Council of Wage Price
Stability has been eliminated from the face of the earth.

I wish to announce this morning, so that the public will not be
in doubt about this, that the Council on Wage and Price Stability
has not been eliminated. There is a line item in the budget for it.
It does exist. It has offices right here in Washington. I want all of
you who are taking these notes to make that clear to the public. The
phone is answered if you call them up. They put out some helpful
studies. I think they may be trying to do a good job of helping to
fight inflation.

I do have a suggestion. I suggest that the President get on the
telephone to the Director of his Council on Wage and Price Stability,
Mr. Moskow, and discuss with him that 1976 is a crucial and im-
portant collective bargaining year and that rapidly rising prices
may invite demands for large wage increases. Industrial prices at
this moment are rising far more rapidly that they should during this
early stage of recovery. I suggest the President tell Mr. Moskow that
he will have full Presidential backing for any efforts the Council
undertakes to restrain price increases and to moderate wage increases
if they are excessive. I suggest the President tell Mr. Moskow to
make full use of his subpena power, which is totally unused. It is
brand new as far as they are concerned and hasn’t even been taken
out of cellophane. It has never been used as if nothing has been
happening in this country.

I want to make it clear I'm not an advocate of price and wage
controls. I say that, and I mean it. But there is a great deal the
Government can do with present legislative authority that would
be extremely helpful. Stronger action by the Council on Wage and
Price Stability is only one element in the coordinated attack. The
year 1976 is going to be a test year, a moment of truth during which
we discover whether reductions in the rate of inflation can be achieved
or whether we are stuck indefinitely with a continuing inflation rate
of 6 or 7 percent.

Frankly, I didn’t expect this administration to recommend much
in the way of employment policy. When a budget comes down here
that cuts manpower programs 27 percent and its total public works
program is for Federal prisons and its increase in the budget is 15
percent in the Pentagon, I tell you gentlemen, the priorities are
cockeyed. I’'m only saying to you what I have said to others because
there is no sense to try to travel with two scenarios. It doesn’t work.
I don’t believe that a budget policy that recommends a 20-percent
reduction in its manpower policy, $1 billion less in nutrition pro-
grams, an 11l-percent reduction in education, is a policy that gets
at either recession or inflation.

I have spoken very frankly and I expect you to do the same. We
are all grownup people. There is nothing personal: It is just a matter



of policy. I personally consider that the policies that are being
recommended this time are short of the target. In fact. I don’t
think anybody is even talking of doing something about the problems
of unemployment on the one hand—except to wait and see what
happens—and inflation on the other hand. Any policy that isn’t
directed toward those two evils is no policy.

Now, Mr. Greenspan, you have equal time. You can have 50-50.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY PAUL W. MacAVOY
AND BURTON G. MALKIEL, MEMBERS

Mr. Greenspan. That means that I am a loser if I'm only going
to get 50-50, Mr. Chairman.

Chairman Humparey. Well that is a good confession.

Mr. GreenseaN. As always, I appreciate your candor. I must say
we will endeavor to do the same. Mr. Chairman, and members of the
committee, we are always pleased to appear before the Joint Economic
Committee to discuss the annual report of the Council of Economic
Adyvisers.

Instead of a lengthy discussion of the report I would like to make

some general remarks on behalf of the Council about current economic
conditions and policy, and our expectations for the balance of the
year.
As you know, this is the second time that I have appeared before
this committee to present an annual report, and the circumstances
today are more propitious. Last year at this time the economy was
in the late stages of the most severe recession of the postwar period.
The very sharpness of the decline made it difficult to gage future
developments. Final sales, following the sharp decline of late 1974,
bottomed out in the first quarter of last year. Production continued
downward until April, as the very heavy overhang of excess inven-
tories which had been built up in 1974 was being knocked off. The
economy began to turn around decisively in the second quarter of
the year as final sales began to recover. Real final sales rose at a
4.5 percent annual rate in the final three quarters of the year. As
the extraordinarily rapid inventory liquidation drew to completion
production and employment rose rapidly.

The economy is now in the ninth month of recovery. Production
has been rising rapidly since the spring of last year. Real gross
national product rose at an 8.6 percent rate in the second half of
last year. Industrial production has risen as you know at a 12.0
percent rate since the low point of last April. Total employment in
December was up by 1.3 million from the low of last March. Prices,
which rose by slightly more than 12 percent between December 1973
and December 19%4 rose by 7 percent during comparable months of
last year. Increasing employment, lower inflation and the tax re-
ductions have each contributed to significant gains in real disposable
incomes.

This recovery started from very low levels of resource utilization.
Hence, unemployment will almost surely remain distressingly high
this year even though large gains in employment are expected
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during 1976. Accordingly, we must seek to lower unemployment as
rapidly as is consistent with the need to ensure that the reductions
will be lasting. Policies that might speed the decline in unemploy-
ment in the short run should not be so expansionary as to lead to
increased stability and greater social hardships in the long run. Thus
policies for 1976 must attempt to sustain the recovery now in progress
but at a pace sufficiently moderate to prevent renewed imbalances
and a rise in inflation.” They must also continue to mitigate the
hardships associated with high unemployment. At the same time,
our present policies must lay the foundations for a long period of
steady growth.

Because we began the present recovery with more slack than in
any of the previous postwar cycles, a much longer period of above-
average growth will be required for a return to full resource utiliza-
tion. Even under the best circumstances the return to full employ-
ment cannot realistically be accomplished this year or next. To ensure
that we return to high levels of resource utilization—as is our objec-
tive—the recovery must therefore be a durable one.

Our best estimate is that real gross national product, GNP, will
be 6 to 614 percent higher in 1976 than in 1975. This growth rate is
not a goal. Rather, it is a projected outcome of the forces of recovery
that were set in motion in 1975, by stimulative fiscal measures and
by a return of consumer and business confidence and by external
economic factors. With real GNP estimated to grow by 6 to 6%
percent from 1975 to 1976, the unemployment rate should fall by
almost a full percentage point during this year. The rate of inflation
is expected to continue with little change from late 1975 throughout
this year; and hence the GNP deflator, which had risen by 9 percent
from71974 to 1975, should rise by only about 6 percent from 1975
to 1976.

Thus far the recovery has been accelerated by a sharp change in
the behavior of inventories, while real final sales have shown fairly
steady growth since the first quarter of last year. The sudden cessa-
tion of high rates of inventory liquidation in mid-1975 accounted for
a substantial part of the growth in real GNP during the last half
of that year. The bulk of excess inventories appears to have been
worked off, and more normal rates of inventory accumulation should
become evident in 1976. Nevertheless, year over year, almost 115
percentage points of the growth in real GNP is still likely to be
due to the inventory swing. Once inventories reach desired levels,
the continued strength of the recovery will depend on the vigor of
final demand for goods and services.

Mr. Chairman, we have discussions in the prepared statement on
various different areas of real GNP that I will skip over, but I felt
that I would perhaps insert in the record.

Chairman Huyerrey. Yes, we will do that.

Mr. Greenspan. I would just like perhaps to move to some general
discussion of economic policy and then

Chairman Humparey. Yes, and anything you might have, Mr.
Greenspan, on manpower policy, I imagine that fits in your general
discussion ¢

Mr. Greexspax. Yes. Let me just move ahead a few pages.
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The availability of much unemployed labor and unused plant
capacity requires that economic policy should continue to support
an economic expansion at growth rates significantly above the long-
term growth of capacity output. But our knowledge of the inter-
depengence between real growth and inflation is not sufficiently
precise to permit a direct translation from general goals to specific
targets. As a consequence, policies cannot be designed to reach any
particular targets with a high degree of confidence.

e believe however, that policies consistent with a moderate but
sustained recovery offer a far safer and surer route to full employ-
ment than policies which attempt to engineer a very rapid return
to full capacity. What we need is a durable recovery—not a boom that
carried the seeds of renewed stability in prices, incomes, and em-
ployment. This view is based on several considerations.

The difficult inflationary period through which we have come
makes is likely that overly expansionary policies, which risk in-
creasing inflationary pressures, will quickly influence consumers’
and producers’ expectations. High rates of inflation have made price
expectations a much more important determinant of consumer and
business behavior than they formerly were. It is a harsh fact of
economic life that expectations of inflation are built into labor and
other contracts in such a way as to be partly self-fulfilling.

Moreover, increased inflationary expectations could restrain both
consumption and investment expenditures and thus jeopardize long-
term economic goals. High and variable rates of inflation not only
create imbalances and sectoral distortions by capriciously changing
the real value of existing contracts, but they also raise risk premiums
investment decisions and in wage bargains.

The recovery begins with a very high rate of inflation. We expect
prices to rise at about a 6-percent rate during the year. OQur ability
to forecast is at best imperfect and I should like to point out again,
as I have on a number of previous appearances before this com-
mittee, that economists have not done well over the years in fore-
casting wage and price trends. A poor understanding of the inflation
process is one of the major problems in forecasting and hence in
economic policy analysis. We believe that this is the largest area
of uncertainty in our forecast and as such, inflation could pose a
major threat to the viability of the present recovery.

Policies that are perceived to entail higher inflation risks may
not, therefore, affect economic activity and employment in a way
that would normally be expected. Even if such policies should
succeed in accelerating the recovery in the short run, it would be
difficult to decelerate from unusually rapid growth rates to sustain-
able rates without running the risk of amplifying future fluctuations
in economic activities.

There is a lesson to be drawn from past policy mistakes. The
history of monetary and fiscal policies demonstrates that we have a
great deal to learn about implementing discretionary policy changes.
Our ability to forecast is at best imperfect, especially in an increas-
ingly complex and interdependent world, and the difficulties in fore-
casting grow larger as we extend the period for which the forecast
is made. This is a significant problem because of the time lags in-
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volved in altering the pace of economic activity through discretionary
monetary and fiscal actions. There is a perception lag in diagnosing
the problem, a reaction lag in selecting the appripriate responsc,
and an implementation lag in having the policy prescription accepted
and put into effect through our political and administrative processes.

We also lack reliable estimates of how long it takes before the
economy responds to policies once they are undertaken and how
large the response will be. With respect to fiscal policy there is the
additional complication that countercyclical increases in Government
expenditures are difficult to check during later upswings. Because
countercyclical policy changes may be slow to take hold and then
difficult to reverse, their effects may extend well beyond the time
when they are most needed. Consequently, a significant danger
exists that, instead of smoothing economic fluctuations, discretionary
changes in policy aimed at demand management may themselves
become a source of economic instability.

The proper conclusion is not that we should forswear the use
of discretionary policy. Some external shocks to the economic system
can and should be offset. Furthermore, provided the growth in
Federal outlays becomes more moderate than in the years just past,
occasional discretionary adjustments of the income tax schedules
are called for in order to prevent excessive growth in Federal taxes.
In fact these changes may have to be more frequent if the rate of
inflation continues at a somewhat higher average level than at
comparable levels of economic activity in the past. But we must be
mindful of the great difficulties in successfully executing counter-
cyclical policies.

Over the past year or so we have examined a large number of
specific proposals such as public service employment programs, which
often advocated to reduce unemployment directly and rapidly. One
thing that stands out in our analysis is that public service employ-
ment programs have very large displacement effects. There is, there-
fore, an important distinction to be made between the gross number
of jobs paid for or funded under the programs and the net number
of new jobs that are created. Public service employment funds tend
to be used for financing employment of people who would ordinarily
be hired with State and local funds. Even after the first year only
40 percent of the jobs funded represent net new job creation, and
after several years the net new job figure declines to about 10 percent.
Consequently, a public service employment job funded at $9,000
per year actually costs the Federal Government more than $20,000
per new job at the end of the first year and somewhere in the neigh-
borhood of $90,000 after several years have passed. Moreover, once
in place, Public Service Employment programs are difficult to remove,
so that they become permanent policies. In our view, therefore the
Public Service Employment approach is not a viable solution to
our unemployment problem.

What is called for in our judgment is a steadier course in macro-
economic policies broadly consistent with sustainable long-term non-
inflationary growth.

The severity of the recent recession does call for maintaining
stimulative economic policies to accommodate an expansion of real
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output at a rate above that sustainable in the long run. But de-
partures from the policies that are appropriate in the long run
should be moderate. We should try to limit the size and duration
of any policy deviations that promise short-term benefits but risk
interfering with our long-run goals. If we do not commit ourselves
to moderate policies we may increase economic instability and lose
our chance for sustainable growth, which we believe offers the
safest and surest route to full employment in future years.

Mr. Chairman, I asked that the full text of my prepared state-
ment be inserted in the record.

Chairman Humerrey. Of course.

[The prepared statement of Mr. Greenspan follows:]

PREPARED STATEMENT OF HON. ALAN GREENSPAN

We are pleased to appear before the Joint Economic Committee today to
discuss the Annual Report of the Council of Economic Advisors. Instead of a
lengthy discussion of the Report I would like to make some general remarks
on behalf of the Council about current economic conditions and policy, and our
expectations for the balance of the year.

As you know this is the second time that I have appeared before this Com-
mittee to present an Annual Report, and the circumstances today are much
more propitious. Last year at this time the economy was in the late stages
of the most severe recession of the postwar period. The very sharpness of the
decline made it difficult to gage future developments, Final sales, following the
sharp decline of late 1974, bottomed out in the first quarter of last year. Pro-
duction continued downward until April, as the very heavy overhang of excess
inventories which had been built up in 1974 was being worked off. The eco-
nomy began to turn around decivisely in the second quarter of the year as final
sales began to recover. Real final sales rose at a 4.5 percent annual rate in the
final three quarters of the year. As the extraordinaryily rapid inventory liqui-
dation drew to completion production and employment rose rapidly.

The economy is now in the ninth month of recovery. Production has been
rising rapidly since the spring of last year. Real gross national product rose
at a 8.6 percent rate in the second half of last year. Industrial production has
risen, as you know, at a 12.0 percent rate since the low point of last April.
Total employment in December was up by 1.3 million from the low of last
March. Prices, which rose by slightly more than 12 percent between December
1973 and December 1974 rose by 7 percent during comparable months of last
year. Increasing employment, lower inflation and the tax reductions have each
contributed to significant gains in real disposable incomes.

This recovery started from very low levels of resource utilization. Hence,
unemployment will almost surely remain distressingly high this year even
though large gains in employment are expected during 1976. Accordingly, we
must seek to lower unemployment as rapidly as is consistent with the need to
ensure that the reductions will be lasting. Policies that might speed the decline
in unemployment in the short run should not be so expansionary as to lead
to increased instability and greater social hardships in the long run. Thus
policies for 1976 must attempt to sustain the recovery now in progress but at a
pace sufficiently moderate to prevent renewed imbalances and a rise in infla-
tion. They must also continue to mitigate the hardships associated with high
unemployment. At the same time, our present policies must lay the founda-
tions for a long period of steady growth,

Because we began the present recovery with more slack than in any of the
previous postwar cycles, a much longer period of above-average growth will be
required for a return to full resource utilization. Even under the best of cir-
cumstances the return to full employment cannot realistically be accomplished
this year or next. To ensure that we return to high levels of resource utiliza-
tion—as is our objective—the recovery must therefore be a durable one.

Qur best estimate is that real gross national product (GNP) will be € to
614 percent higher in 1976 than in 1975. This growth rate is not a goal. Rather,
it is a projected outcome of the forces of recovery that were set in motion in
1975, by stimulative fiscal measures and by a return of consumer and business
confidence and by external economic factors. With real GNP estimated to grow
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by 6 to 614 percent from 1975 to 1976, the unemployment rate should fall by
almost a full percentage point during this year. The rate of inflation is ex-
peected to continue with little change from late 1975 throughout this year; and
hence the GNP deflator, which had risen by 9 percent from 1974 to 1975, should
rise by only about 6 percent from 1975 to 1976.

Thus far the recovery has been accelerated by a very sharp change in the
behavior of inventories, while real final sales have shown fairly steady growth
since the first quarter of last year. The sudden cessation of high rates of in-
ventory liquidation in mid-1975 accounted for a substantial part of the growth
in real GNP during the last half of that year. The bulk of excess inventories
appears to have been worked off, and more normal rates of inventory accumu-
lation should become evident in 1976. Nevertheless, year over year, almost 1%
percentage points of the growth in real GNP is still likely to be due to the
inventory swing. Once inventories reach desired levels, the continued strength
of the recovery will depend on the vigor of final demand for goods and services.

Personal consumption expedintures are expected to impart considerable
strength to the economy. During 1976 consumption is projected to rise by al-
most 6 percent in real terms, compared with 3.9 percent during 1975, yielding
a year-to-year increase of 5 percent. A close to 6 percent rise during 1976 is
consistent with about 5 percent growth in real disposal income, because the
average saving rate is projected to fall below the abnormally high 814 percent
level registered last year. A gradual decline in the saving rate is predicated
on year-over-year declines in the rate of increase in consumer prices and in
unemployment and layoff rates. Even so, the saving rate for 1976 is expected to
remain above its 7 percent average for the previous cycle (1969-73).

Recent experience suggests that consumers react to heightened inflationary
expectations by saving more, rather than by advancing their purchases of
storable commodoties, Thus we expect a fall in desired saving, or a rise in the
propensity to consume, as lower inflation rates are incorporated into consumer
expectations. Uncertainties which tend to reduce consumption are also created
by high unemployment rates and particularly by high rates of job layoffs. As
the unemployment rate and layoff rate continue to recede, we would therefore
expect an alleviation of concern about job security to manifest itself in re-
duced saving and higher consumption in the household sector. Increased con-
sumer confidence and lower saving rates may also result from the partial
restoration during 1975 of the real financial assets of households, which had
eroded severely in 1973 and 1974.

Nonresidential fixed investment normally lags in economie recoveries, and
it is likely to do so again. Nevertheless we expect some strength to develop
in business investment in the course of 1976, on the assumption that substan-
tial modernization in plant and facilities will be planned and readily financed.
A sustained rise in profits, retained earnings, and cash flow in this year and
next should allow the share of business fixed investment in GNP to continue
to grow, even as debt-equity ratios are reduced toward desired levels,

According to a recent survey conducted by the Department of Commerce,
businesses plan to increase capital spending by 5% percent from 1975 to 1976.
Assuming that prices of capital goods rise by about 6 to 7 percent per annum,
this implies a decline in planned real business fixed investment which is incon-
sistent with past behavior during comparable stages of recovery. During the
early stages of recoveries, businesses usually underestimate the strength of
final sales. Even though the present recovery started from a lower measured
rate of capacity utilization than previous recoveries, businesses are likely to
spend more on new plant and equipment in 1976 than they expected at the
start of this year, and the year-to-year rise could be as high as 5 to 6 percent
in real terms, or approximately 8 percent from the second half of 1975 to the
second half of 1976,

Housing starts in the fourth quarter of 1975 were at a 1.4 million unit an-
nual rate, 37 percent above the depressed year-earlier rate. In the past.
changes in the supply of mortgage credit rather than changes in demand have
frequently dominated short-run movements in housing starts. In 1975, however,
demand factors, not the unavailability of mortgage credit, hampered the re-
covery in housing. There were large savings inflows into the thrift institutions
in 1975 and their liquidity is expected to remain high in 1976. Nevertheless,
the high stock of unsold new single-family homes and rapid cost increases,
particularly in the land and materials components of home prices, suggest that
there is likely to moderate the rise in single-family starts. On the other hand.
the recovery of multifamily starts from the extremely depressed levels of



11

1975 should begin to accelerate in 1976, spurred in part by the $3 billion in
mortgage commitment funds at 7% percent interest released by the Government
National Mortgage Association in January 1976. Thus total housing starts
should reach a level of about 134 million units by year-end, and the real value
of residential construction is expected to rise by about 30 percent from 1975
to 1976, on the strength of an almost 40 percent rise in housing starts.

The extraordinary reduction in inventories in the first half of last year, to-
gether with the faster growth in final sales which began in the second quarter,
restored inventories to more normal levels. By the end of 1975 the ratio of real
business inventories to final sales was the same as the average for 1969-73 and
lower than the ratio for 1974, when large inventory accumulations had occurred.
The ratio of inventories to sales is expected to decline a little more in early
1976. We estimate that the stock of inventories will brow at about the same
rate as final sales after the middle of 1976.

The availability of much unemployed labor and unused plant capacity re-
quires that economic policy should continue to support an economic expansion
at growth rates significantly above the long-term growth of capacity output.
But our knowledge of the interdependence between real growth and inflation
is not sufficiently precise to permit a direct translation from general goals to
specific targets. As a consequence, policies cannot be designed to reach any
particular targets with a high degree of confidence. We believe, however, that
policies consistent with a moderate but sustained recovery offer a far safer
and surer route to full employment than policies which attempt to engineer a
very rapid return to full capacity. What we need is a durable recovery—not a
boom that carried the seeds of renewed instability in prices, incomes, and em-
ployment. This view is based on several considerations. R

The difficult inflationary period through which we have come makes it likely
that overly expansionary policies, which risk increasing inflationary pressures,
will quickly influence consumers’ and producers’ expectations. High rates of
inflation have made price expectations a much more important determinant of
consumer and business behavior than they formerly were. It is a harsh fact of
economic life that expectations of infiation are built into labor and other con-
tracts in such a way as to be partly self-fulfilling. Moreover, increased infla-
tionary expectations could restrain both consumption and investment expendi-
tures and thus jeopardize long-term economic goals, High and variable rates
of inflation not only create imbalances and sectoral distortions by capriciously
changing the real value of existing contracts, but they also raise risk premiums
in investment decisions and in wage bargains.

The recovery begins with a very righ rate of inflation. We expect prices to
rise at about a 6 percent rate during the year. Our ability to forecast is at
best imperfect and I should like to point out again, as I have on a number of
previous appearances before this Committee, that economists have not done
well over the years in forecasting wage and price trends. A poor understanding
of the inflation process is one of the major problems in forecasting and hence
in economic policy analysis. We believe that this is the largest area of un-
certainty in our forecast and as such, inflation could pose a major threat to
the viability of the present recovery.

Policies that we perceived to entail higher inflation risks may not, therefore,
affect economic activity and employment in a way that would normally be
expected. Even if such policies should succeed in accelerating the recovery in
the short rum, it would be difficult to decelerate from unusually rapid growth
rates to sustainable rates without running the risk of amplifying future fluctu-
ations in ecomomic activities.

There is a lesson to be drawn from past policy mistakes. The history of
monetary and fiscal policies demonstrates that we have a great deal to learn
about implementing discretionary policy changes. Our ability to forecast is at
best imperfect, especially in an increasing complex and interdependent world,
and the difficulties in forecasting grow larger as we extend the period for
which the forecast is made. This is a significant problem because of the time
lags involved in altering the pace of economic activity through diseretionary
monetary and fiscal actions. There is a perception lag in diagnosing the prob-
lem, a reaction lag in selecting the appropriate response, and an imnlementa-
tion lag in having the policy prescription accepted and put into effect through
our political and administrative processes.

We also lack relable estimates of how long it takes before the economy
responds to policies once they are undertaken and how large the response will
be. With respect to fiscal policy there is the additional complication that
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countercyclical increases in Government expenditures are difficult to check
during later upswings. Because counter cyclical policy hanges may be slow to
take hold and then difficult to reverse, their effects may extend well beyond
the time when they are most needed. Consequently a significant danger exists
that instead of smoothing economic fluctuations, discretionary changes in pol-
icy aimed at demand management may themselves become a source of economic
instability.

The proper conclusion is not that we should forswear the use of discretion-
ary policy. Some external shocks to the economic system can and should be
offset. Furthermore, provided the growth in Federal outlays becomes more mod-
erate than in the years just past, occasional discretionary adjustments of the
income tax schedules are called for in order to prevent excessive growth in
Federal taxes. In fact these changes may have to be more frequent if the rate
of inflation continues at a somewhat higher average level than at comparable
levels of economic activity in the past. But we must be mindful of the great
diffculties in successfully executing countercyclical policies.

Over the past year or so we have examined a larger number of specific pro-
posals as public service employment programs, which are often advocated to
reduce unemployment directly and rapidly. One thing that stands out in our
analysis is that public service employment programs have very large displace-
ment effects. There is, therefore, an important distinction to be made between
the gross number of jobs paid for or funded under the programs and the net
number of new jobs that are created. Public service employment funds tend to
he used for financing employment of people who would ordinarily be hired with
State and local funds. Estimates based on previous experience suggests that
after the first year only about 40 percent of the jobs funded represent net new
job creation, and after one or two years more the net new job figure declines
to as low as 10 percent. Consequently, a public service employment job funded
at $9,000 per year for example actually costs the federal government somewhere
in the neighborhood of $90,000 per job eventually.

What is called for in our judgment is a steadier course in macroeconomic
policies than has been followed in the past. We should set policies broadly
consistent with sustainable long-term noninflationary growth and try to limit
the size and durating of any policy deviations that promise short-term benefits
but risk interfering with our long-run goals. The severity of the recent reces-
sion does call for maintaining stimulative economic policies to accommodate
an expansion of real output at a rate above that sustainable in the long run.
But departures from the policies that are appropriate in the long run should
be moderate. If we do not commit ourselves to moderate policies we may in-
crease economic instability and lose our chance for sustainable growth. which
we believe the safest and surest route to full employment in future years.

Chairman Huerrey. Mr. Greenspan, would your associates like
to participate at this time and make any comments or I gather you
are speaking for the whole Council?

Mr. Greexspan. In my opening remarks I am speaking for the
whole Council but I suspect they will be more than willing to
participate in the question and answer period.

Chairman Homerrey. In the discussion?

Mr. GREENSPAN. Yes.

Chairman Homprrey. Yes. We will operate under the 10-minute
rule here for each of us so that we can all have a chance to participate.

Mr. Greenspan, very quickly I want to get at the unemployment
problem. You predicted continuing high rates of unemployment.
Of course, you made it very clear that you don’t solve the unem-
ployment problem over night. I think we all agree with that. You
referred to the high rates of unemployment as distressingly high.

‘We recognize that to get the private economy to absorb all the
unemployed, to get the unemployment to 4 percent, much less 3
percent, that that is quite a task. I mean, it would require an incred-
ibly large increase in real GNP, yet the administration recommends
the phasing out of public jobs programs; it recommends reducing
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the coverage and duration of unemployment benefits; and it recom-
mends the reduction of the summer youth program. Perhaps this
is a naive question, but could you explain to me what you expect the
unemployed to do if they don’t have any benefits, if there are fewer
public service or public works jobs? And just what do you expect
these young people to do in these cities where they are roaming the
streets?

The rate of crime among youth, which is attributable in large
measure to joblessness, is incredible; just plain incredible.

What do you expect them to do? Where are they supposed to
go? I notice Mr. Reagan said they could always vote with their feet
and go someplace else but what do you expect them to do?

Mr. Greensean. First of all, Mr. Chairman, I believe the phase-
out is well into 1977 and will come at a time when the unemploy-
ment rate will be dropping quite rapidly. .

Chairman Houmrarey. To what levels do you expect it in 1977?

Mr. Greensean. Well, I think we expect it to be in the area of 6
percent or so and falling.

Chairman HumpaREY. You do?

Mr. GreenspaN. By the end of 1977.

Chairman Homearey. By 1977¢

Mr. GreexspaN. Well, it would be in that area.

Chairman Homperey. You expect it to be about 7.7 in 1976%

Mr. GreexspaN. On the average, that is correct.

Chairman HumrHREY. Yes, on the average. Now you are telling us
that your forecast for 19771is 6.9 ¢

Mr. GreenspaN. That is correct.

Chairman Humprrey. That is about 7 percent, of course. Well,
what do you expect to do with the 7 percent? And many of them
are kids. Many of them minorities, Mr. Greenspan, and young people.
What do you expect to do?

Mr. GreenspaN. Well, Mr, Chairman, we expect the unemployment
rate to be falling and the ability to get jobs to be increasing at that
time. The point at issue is that we are not by any means eliminating
unemployment insurance. We are merely recommending a phasing-
down of some of the temporary programs and extensions which were
put in place during the period of exceptionally high unemployment.

Chairman Humparey. You have approximately 3 million people
that are long-term unemployed. If you start taking out these emerg-
ency unemployment compensation benefits, well, they have to do
something. What they are going to do, obviously, is to go an welfare
and then on the dole. I just want to know what kind of work we
you planning? Am I old fashioned? Have I forgotten there is some-
thing else besides this damn computer? Isn’t there something people
can do? Can’t the Government of the United States figure out some-
thing for people to do instead of sitting on their backsides and
drawing a check?

Mr. GreenspaN. Mr. Chairman, our view, and I think everybody
agrees with this, is that we have allowed our basic economic situation
to worsen to such an extent in recent years that we must put all of our
resources into the effort to restore the vitality of our economy as
quickly as we conceivably can. And as far as we are concerned, it is
urgent that we facilitate the creation of jobs by the private economy
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in a way which will be lasting and productive as quickly as possible.

Chairman Houmerrey. Right. I don’t disagree with that, Mr.
Greenspan, and I will go along with you on that. But in the mean-
time—and you know in the long run we are all dead but it is what
is happening in the short run. In the meantime what do we do with
these people? What about these people that have no unemployment
compensation benefits because they have no work? They never had
a job. What about the young people that you are phasing out
of ‘their summer youth program ¢

Mr. GreenseaN. I wasn’t aware that the summer youth program
was being phased out.

Chairman HumrpaREY. Sir.

Mr. Greenseaw. As I recall, there are fairly substantial commit-
ments for this time.

Chairman Huwmrrrey. There is a drop of 170,000 jobs in the
President’s budget.

Mr. GrEENspaN. It is not being phased out; it is being reduced.

Chairman Humerrey. If you drop 170,000 jobs in the summer
youth program, I would call that quite a reduction.

You know, I don’t disagree with you and your long-term pro-
jections. I’m not arguing about that. I think we have had a modest
recovery—a very fragile recovery—but we have had one and we
have had it in profits and in production. We have had it in inventory
liquidation.

Now, obviously some industries are showing it like the auto in-
dustry. The housing industry, of course, is still dead as a doorknob
and you know that.

Last year we appropriated funds around here for 400,000 homes
and they built 1,500 under that appropriation. The administration’s
program got out 1,500.

So you see we watch these things, Mr. Greenspan. I live with this
problem all the time and I just don’t think there is the proper
response here for a certain segment of our economy.

Now you are looking at what you call the recovery in the long
term. I’m not arguing with you that there are not good indications,
even though there are some difficulties in capital investment. I would
like to ask your comment: The Commerce Department seems to feel
that capital investment by industry will be down. I would like your
comment on that. I believe, according to what I read in your report,
Mr. Greenspan, that you feel that it will be up.

Mr. Greensean. That is correct.

Chairman Humerrey. The latest Commerce Department survey of
business investment plans indicates investment will decline in real
terms in 1976. You predicted a 4 to 5 percent increase. I know
sometimes business people underestimate at this phase of the cycle,
but do they underestimate as much as 6 and 7 percent? Do you have
a historical pattern that shows that?

Mr. Greenspan. I think this is a period in which the underesti-
mation of the increase in business investment is likely to be very
significant. From what we can judge and the external signs of devel-
opment in the capital goods markets, I think we are going to exper-
jence a more rapid increase in investment than indicated by any of
the surveys of business intentions.
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Chairman Hoerrey. Is that a wish?

Mr. Greexspax. No, I think that is based on a number of events
falling into place, which typically precede a significant capital
accumulation. Now I'm not saying that there is not a lot of uncer-
tainty on this matter; there ordinarily is. But I would say 1t 1s
extremely unlikely that the type of plans and investment intentions
that were being registered in the surveys in the late fall will be close to
where actual investment will come out. .

Mr. Chairman, may I just go back to a very broad question which
we have to confront? I think we all agree with respect to the long
term goals, Mr. Chairman, and also as to the basic problems we
have. And nobody denies that this tragic recession and its vast con-
sequences we got have meant some very significant hardships for
the American people.

But T think it is encumbent upon us to make sure that it does not
oceur again.

And it is often appealing to look at short term solutions; and
understandably there are some and there is no question but that
there should be. I think we should be sure, however, that in the
process of confronting the immediate problems, we do not lose sight
of where we have to go. That means some very difficult choices. And
I don’t think anybody who says he knows exactly where the answers
are, knows what he is talking about. Everyone must make these
choices.

The President in his particular approach has said, and 1 believe
very cogently, that we must not deviate from the types of policies
which will cure this malaise that we have overhanging us, and cure
it as quickly as is feasible.

These are going to be very difficult choices for all of us, I don’t
think any of us here would deny that we have great problems.

Chairman Hurparey. I think we can agree with that.

May I say most respectfully, Mr. Greenspan, you are constantly
reminding me of the price of the prescription and I'm trying to
remind you of the cost of the disease. I am an old pharmacist, you
know, and I know a lot of people who believe antibiotics are costly,
but they do get at the infection. You can just tell them to take
aspirin and tell them to drink water and have an occasional bottle
of Coca-Cola and get their sleep and in due time, if they don’t die,
they will recover. Well, that is true. Your doctors of this Admin-
istration never tell anybody what the cost of the diseases, of inflation,
is. T maintain we are staying sick too long and there is a better
wayv. and there is a better prescription.

I'm not one who believes that you just run willy-nilly and pump
money into the economy just to throw money at everything. But
T am upset to see a full year go by with really no working programs.
Unemployment compensation was never designed for long term un-
employment. Most of the people that are administering it today
weren’t for it in the beginning.

You 'know, I -]ooked back at the historical picture of who voted
for social security and unemployment compensation, and I realize
that. I might say that the descendants of those who were in power
at that time and who are now currently in power—that is, those in
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the Congress that were called upon to vote for this—our Republican
friends didn’t vote for one of these programs. o

Now we have everybody convinced as to their worth. It is kind
of a new religion that says that all you need to do is keep pumping
that computer out and writing those checks and everything is going
to be jolly. I don’t agree with that. I am a humanitarian as are you,
but I think young people today need something to do. I think there
is work to be done in this country. I believe the Administration has
failed to come up here with anything except the easiest answer of
all; namely, to pay people off. It is exactly what has gone wrong
worldwide and with families in America and everywhere else. If
anybody gets in trouble, they don’t sit down and try to work it
out, but just give them a check. Just say “here son, go on out and
get yourself a car,” or “here daughter, have a_good time and take
a trip to Europe.” That is what we have been doing. Maybe once in
a while we ought to just sit down and say: “Well, listen, what are
we going to do?”

I do not buy from this Administration that there is nothing we
can do in this country except line up and give them food stamps
and line up and given them unemployment compensation. No one will
take second place to me on that opinion because I am the author
of the food stamp program, Mr. Greenspan. I have been at this 26
years in this body, and I do believe that there is a job to be done
In America instead of just continuing this high level of unemploy-
ment. Even with your own figures, Mr. Greenspan, in 1977 we are
going to have 6.9 percent unemployment and that means at least
2.5, 8 million people who ought to be getting something to do instead
of just waiting for something to do, but who will not. Now what
are you going to do with them after you cut the benefits off and
have done all of this stuff?

I know they call this the old kind of politics and all that nonsense,
but I want to tell you that when you haven’t got a job, you are
going to do something that you ought not to be doing. Kamilies
break up, burglaries and murders and robbery and alcoholism and
drug addiction all increase. The figures are so staggering and
horrendous that it ought to shake the living daylights out of all
of us. I just don’t see anything in the program except that hopefully
we are going to get a nice recovery.

We are getting some kind of recovery now. I’'m doing all right, and
you are doing all right, and I realize that. We are both comfortable,
But what about the other ones? But what about the 20 percent or
25 percent of unused plant capacity? When do we get that used?
That is not in this report which is supposed to be a projection for
this Government as to what we are going to do.

Now what about this money supply? I notice mention of this 2.3
percent rate of money supply growth in the third and fourth quarters
of last year. I thought we had that Federal Reserve Board up here
and had finally got them on the team, but instead of that they have
gone up to the bleachers.

You indicate an acquiescence in this 5 to 7.5 percent money growth
target. Then in the next chapter you say that you have to have a
more expansive monetary supply or policy. Now which are you for?
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Mr. Greenspan. Well, let me just go back first to the question
of general policy and then let me ask one of my colleagues to try
to answer your second question. .

Starting early last year we went through a long series of analyses
of various different job programs that everybody was beginning to
recommend. And we concluded—and I will be glad to go into detail
if vou like, Mr. Chairman—that these programs, or at least the
ones that have been recommended, were not the solutions to the un-
employment problem. If we thought they were, we would be recom-
mending them.

But it is very easy to come out with a big program and a lot of
numbers and promise a great deal. Our analysis indicates—and we
would be glad to supply that—that not only does it not amount to
anything in terms of solving the problems, but that there are many
problems involved or indeed created along the way. All you do,
Mr. Chairman, is divert the problem in one way or another and
really do not fundamentally come to grips with it.

I think it is inaccurate to assume that these particular types of
programs actually work in the way that they are said to work.

And if we adopt a series of programs which, if they fail, have
no cost, then there may be no great future cost involved. But the
question is not only one of “do they work,” but what happens if they
fail.

This is the type of analysis which I think is essential because we
have had so many programs introduced which have not worked. And
I think this has caused a great deal of problems that have confronted
this economy in recent years.

Chairman Humprarey. We will come back to that. I want you to
take a look at our midyear report and see if you analyzed that on
jobs. Nobody ever said public service jobs and emergency public
works programs is a solution. I just tell you it is better than the
dole. Mr. Greenspan, anything is better than the dole. That is my
judgment. And that is why I’'m not asking for a total solution
through emergency public works; but I am just simply saying is
it better than the kind of stuff you have been giving us? I think it
is a choice.

Congressman Bolling.

Representative BorLrLing. Mr. Greenspan, I would like to endorse

everything the Chairman said in his opening statement and what he
said in his followup. I have been here about the same length of time he
has and T am often asked what the difference is between Republicans
and Democrats. And it is a terrible generalization for a person, who is
relatively sophisticated, but I think the difference really falls as to
who looks hardest at what happens to people.
I was a critic, an early critic of some of the programs passed
in the early Johnson period, the ones that are being blamed for
having been expensive and not having worked—and I recognize that
they weren’t very well drawn—but we had some programs a long
time ago that did work and did put people to work, and the benefits
of those pro%rams are still around. And politically the opponents
‘were not able to disregard them. They were programs that put
people to work.
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There was a program known as the CCC and so forth. And the
notion that today we have to put up, Mr. Greenspan, over another
2 or 3 years not with 7 or 8 percent, but in crucial areas that we have
to put up with 12, 13 percent unemployment among the young, and
among the minorities is to me an absolute proof that the fundamental
difference between Republicans and Democrats is there; is not in
one’s humanitarian view but in one’s immediate view of how long
human beings can last in a society where most people do have jobs
and they don’t.

And you know their fathers lose their jobs and don’t get them
back, and this is a serious problem no one can ignore.

And then on the next page there is a good example of the fathers
that lose their jobs and don’t get them back. Long-term unemployed
in 1975, the unemployed 27 weeks and over, went from 632,000 to
1,667,000. And if you look at the other long-term unemployed, the
figures are not a whole lot better; the ones with shorter long-term
unemployment. And the figures on both sexes, both sexes ages 16
to 19 years, show remarkably little change. And the figures on Negro
and other races show an increase from January to December.

Now I don’t know whether anybody in the administration looks at
what is happening in the society. The Government is not respected,
much less admired. The crime rate escalates. The inability to get
people to attend and stay in school worsens. And there is just a con-
stant crisis in all the areas where the young people are involved.

Now I think the cost of not finding a solution in human terms
1s a worse cost than inflation. And I am one of the earliest Democrats
to have recognized that inflation was the cruelest tax. I have been
talking about it for a long, long time in terms that are considered
very conservative by many of my Democratic colleagues. But I
say the buman tragedies in here are lost: The human tragedies in
this document are lost.

I wonder if anybody knows anybody that is poor or anybody who
is Black? And that is a thing that disturbs me.

Now what are we going to do about this? Are we just going to
ride it out?

Mr. Greexspan. Congressman Bolling, first of all, it is just not
true that nobody looks at the detailed data, or that nobody is fully
aware of what the hardships of this period for vast numbers of
Americans.

Representative Borrine. I hope not.

Mr. Greexspan. As I said at the beginning of this session I think
it is absolutely essential that we try to eliminate the causes of this
extraordinary imbalance in our economy. It is very easy to come
up with the whole series of projects and programs which give the
appearance that we are coming to grips with the problem. But I
think it is urgent that we come to grips with some of the very
fundamental, long-term problems which are causing these problems.

Representative Boruing. Well, I don’t have any disagreement with
that hope, but I think you missed the point. I guess I was wasting
my time in what I tried to say. Those people are destroyed and
never recover. What happens in the ghetto in this society is they
never come back. They are gone. They are lost. They won’t stay
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in school because they have no hope for a job. They don’t recover
from the drug addiction. They don’t recover at all. They get shot
by the policeman. They are just gone. o )

Now I don’t see any of that kind of understanding in this ap-
proach, in this document. I credit every single person, either Repub-
lican or Democrat or what have you, with some sense of humani-
tarianism. But I'm not clear that this administration understands
what happens to people when this continues as long as it has.
Most of us at this stage of the game haven’t had an experience with
the last situation where there was a long period of unemployment
for a lot of people. This has been the most acute recession since the
depression. And most people who are dealing with this most acute
recession since the depression, Mr. Greenspan, don’t know how many
people were destroyed by the depression.

And T hate to come back to this again. And I know everybody
is decent who makes up these documents. And I know the President
is decent. I testified for him at his request when he was before the
Senate for confirmation to be Vice President. I know he is decent.
But I am not clear when I read this and then read that, when I
read the front part of the document, I am not clear that anybody does
see what is happening to these people.

Now these figures: 19.6 for 16 to 19-year-olds; 13.8 for Negro
and other races; long-term unemployed of 1,667,000—and you have
to add to that something near 1 million of discouraged workers,
of part-time workers about 3 million, and a full-time equivalent of
1.5 million—well, I don’t know how many of these people are going
to be permanently destroyed by this experience. But I think we
ought to be more worried about it than we seem to be; I say more
since we are all worried.

Mlz.2 Markmen. Congressman Bolling, if I could just make a re-
mark?

Believe me, I hate unemployment. I hate waste as much I am sure
as you do. And if I can continue Senator Humphrey’s analogy, the
patient is clearly sick. There is no doubt about it. And I think I
would also agree with him that in the long run the only way to
get out of this is to create productive jobs in the private sector. And
we have been well aware of this and have tried to write a report
recognizing that our objective is to get to full employment in as
short and quick a way as we possibly can.

The problem is, if I may go back to your analogy, that with the
sick patient, I think realistically what we have to say now is that
one needs a gradual convalescence. We all know the case of taking
the sick patient and trying to get him back at top speed right away.
And all that happens is you get a relapse. And the relapse that
we are talking about is precisely the instability, the inflation, the
greater unemployment, and it is precisely the difficulties we have now.

Representative Borrine. I don’t want to be rude and interrupt
but we are not talking about the same thing. You are treating a
society of whatever number it is today, of 215 million people as
if it were an entity, as if one person could be traded off against
the other. What I am trying to say is that we have to look at that,
is we have to look at the long-term health of the society and the
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economy as a whole; but in doing that, we have to remember that
the sick ones are individuals who may be destroyed in the process
of the society recovering. . .

And I as one person, who is not a professional economist but
have been in on this committee for a very long time, am not pre-
pared to admit that the mind of the American politician can’t
devise a technique whereby we restrain the dangers of inflation—
perhaps with an income policy; I don’t know—and at the same time
see to it that we do not destroy hundreds of thousands of individual
Americans.

I just happen to believe that there has to be a better answer than
to treat the whole society as one sick patient.

I think we have to look at every individual in that society who
doesn’t have an opportunity to work and who wants to work, look
at him as a sick patient. So I agree with you and I also disagree
with you.

Mr. Chairman, I am through for the moment. I am getting too
mad.

Chairman Humparey. That is good.

Mr. MacAvoy. Perhaps I can adrress your concern.

I am the microeconomist on the council. And together with the
CEA staff I have spent considerable time in the last 6 months on
attempting to determine ways that we might reach a 17-year-old
in St. Louis or Chicago or Indianapolis. We have asked how the
Federal Government puts a 17-year-old to work. The process that
has developed over the years is to have a program application
generated by some local group through a city government and a
State Government to an agency in a department of the Federal
Government.

That is then responded to with a very complicated feedback system
going the other way. The response generally is to evaluate that
job opportunity for that 17-year-old within a very broad frame
of reference of a number of congressional bills or programs that
have been in operation for a number of years. The process is
similar to filling a very large 12-gallon can with money and out of
the other end there is a small hole from which drops a quarter. The
process is roughly speaking one of generating $50,000 or more of
Federal grants to put one 17-year-old to work at $7,000 or $8,000
or $9,000 per year.

And we have not been able to break through that process to
anything that looks like success. We have not been able to offer
ways of redesigning these programs to get the layers of Government
out of the way between the 17-year-old and your aspiration and my
aspiration, Congressman Bolling. And until we do, we can’t honestly
put forth programs we think would be more effective than those that
are being described in this report.

Chairman Humrarey. I will write you one this afternoon.

Mr. MacAvoy. I would be delighted to start again.

Chairman HumpHRrEY. Let’s set aside all these analyses and just
hire people. I come from Minneapolis, and we have work out there
to do. We have snow that needs to be removed. We don’t need any
psychoanalysis. We can forget about that. We have garbage that
needs to be collected. We have parks that need to be built.



21

Mr. MacAvoy. If we were to hire that 17-year-old to shovel snow
in Minneapilis, he would replace a 35-year-old that is already
doing it.

Chgairman Humrparey. Oh, no, he wouldn’t if it were a supple-
mental program. .

Mr. MacAvoy. We find the replacement rate is at least two out
of three. For every three jobs two of them are replacement. And
then we have to hire two Federal employees to watch the city govern-
ment to make sure that they do not replace that third job oppor-
tunity with someone else.

Chairman Humparey. We will come back to you on that.

Mr. MacAvor. It is a very difficult problem.

Representative Borrine. It is a very difficult problem, correct.

Mr. MacAvoy. It has failed, Congressman Bolling, in the past to
work the way you wish. .

Representative BoLring. No, I agree. And I think you can be very
critical of the function of—

Mr. MacAvoy. No, disappointed but not critical.

Representative Borrine. Well, I think critical. I think you can
be very critical of the function of the Congress and of the executive
that has been in power, without any regard to personalities, for
quite a long time. I happen, and many know it, to have worked a
long time on reorganization in the Congress. I would suggest that
if the situation is as bad as you say, that one of the first priorities
of the administration ought to be what I have come to believe is
essential and that is the reorganization of the whole executive as
well as the Congress.

Now if it is that bad and you condemn it strenuously, that should
be a very stimulating thing to the President to undertake a major
reorganization of the executive at the same time as he tells us to
return to the kind of program that he supported in terms of re-
organizing the House of Representatives and I presume the Senate.
But what you are describing is-the failure of Government——

Representative Brown of Ohio. Will the gentlemen yield?

Those programs were made 4 years ago and were met with all
the enthusiasm in the world in the Congress and——

Representative Borruing. I would deny the proposals made by the
administration for reorganization came within 100 miles of the
kind of proposal that was made by an objective commission called
the Hoover Commission quite a long time ago. But my time has
long since expired.

Chairman Humparey. Congressman Brown wants to yield to you.
You may go ahead, Congressman Long.

Representative Long. Yes, thank you, Mr. Chairman,

I would like to associate myself with the remarks of you, Mr.
Chairman, and my colleague Congressman Bolling. And rather than
pursue that again, I would like to add perhaps one dimension.

I served the first year of the Office of Economic Opportunity as
the Assistant Director of that. And the difficulty of dealing with
these is a very, very real problem. I objected at the time as to the
direction that it took. I thought it was supposed to be experimental
and I looked at it and I thought it built up a great many false
expectations. And some of the programs, it took a long time to see
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that they would not work rather than a short period of time. And
if they had been done on a pilot basis, it could have been shown
immediately that they were not going to work. Some of them turned
out to be very good programs though and economical programs and
they have been continued by both Democratic and Republican ad-
ministrations.

I think there is another element here that really relates to the
overall economic problem and that is that, as the chairman said and
as Congressman Bolling said very articulately, that is the whole
question of the people who are lost. It is not only that it is a very
serious question that you have this 300,000 or 400,000 or 1 million, or
whatever it is that gets lost during this period and their lives become
meaningless because they lose or do not develop work habits and
they lose the motivation that is required in order to develop a work
ethic, but more than that what happens is that they then in turn
compound your overall problem because they are a constant drag
on your long-range recovery and therefore deter your ability to
have a long-term solution to the problem.

And it seems to me that while the human element is an important
one, it has got to be treated as we move toward a long-range solution
to the problem. We have got to recognize that not only the human
element is involved there but the long-range economic element is
involved there too because they are there destroying what is the
economic asset that we have to help us recover long range from the
economic doldrums in which we find ourselves. And it is nearly a
self-defeating type of situation; it is an incessant relationship that
continues to exist and continues to compound the problem as we go
along.

Bl%t that has been pursued perhaps enough, unless someone has
a comment with respect to that particular comment on my part.

Mr. MacAvoy. I would only add that in our endeavors to develop
these programs, Congressman, we aren’t writing anybody off. We
are making comparisons between different ways of saving them.
If we have to generate extraordinary federal grants, five to ten times
the salary of the 17-year-old in order to get just one new public
sector job, then we have to ask the question as to whether that fiscal
grant could not better be replaced by monetary and fiscal policies
which would generate more than one private job.

We have to ask whether that will both help us in the long run and
in the short run with less inflation, with less disruption to the
operation of the economy as a system.

Now that is the kind of question that we are asking. We are not
writing anybody off.

Representative Long. Well, two additional points in that regard.
One 1s that it is difficult to deal with these and dealing with them
individually and dealing with the programs of people who are in
that economic level and in that educational level, and I recognize
that is an extremely difficult problem. It is much easier to go, as
Senator Humphrey was talking about, to just printing checks and
giving them money than it is to do this. And all I would say is I
would ask you not to be deterred in doing this because it is difficult.

Mr. MacAvoy. But I come from a very small town in Massachusetts
and this town recently added six public sector jobs and it fired six
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long-term city employees so they could take the money and put
17-year-olds to work. Now that was a net galn of no jobs. And unless
he had read the newspaper, no Federal employee would have known
that the net gain is zero. We haven’t found a way of getting around
that yet.

Chgirman Huompearey. Well, I know a way to do it. Just say you
don’t

Mr. MacAvoy. Yes; just send me to that small town so I can
watch them. : .

Chairman Huyparey. No; just simply say you don’t get the job.
you don’t get the money if you fire other people.

Mr. MacAvoy. But somebody has to watch them to make sure
they don’t do it.

Chairman Humerrey. That is what we have people in this Gov-
ernment for. We have more watchers than workers anyway.

Mr. MacAvoy. And we will get even more.

Representative Loxe. That may be true, but it is just an argument
for counter-cyclical financing. I mean the very case you are making
is just that argument.

But anyway, let me tell you one thing that happened to me once.
I talked to a man who had been both the collector of revenue and
the commissioner of welfare for the State of Oklahoma. He was an
elderly gentleman and I had great respect for him. And just to show
the difficulty of the problem—and I recognize it is a difficult problem
—he said that it was much easier to collect than it was to give it
away and see that is was done honestly. And I think this is a very
good point. And I do think it is difficult.

Mr. Greenspan, if I may explore with you for a moment this whole
question of inflation and the danger there? How much effect on this
inflation do some things have? I don’t see that mentioned in your
statement but we see, those of us who represent basically rural areas,
we see the prices go up. Beef is a classic example. It goes up in the
supermarkets while the price on the farm goes up, and then we see
the beef farmers’ price go back down but the price in the supermar-
ket remains exactly the same. It doesn’t really move.

In fact, it is even continuing to rise a bit. There was a modest de-
cline, using my example, but it still continues to go up.

How much of that is caused, now moving from the specific to the
general, how much is caused by such things as a lack of a stringent
and aggressive enforcement of the antitrust laws and any effective
control over the multinational corporations and the oil cartel? Do
you all attempt to bring that into your formula here when you, right-
fully I think; say that economists have not done well over the years
in forecasting wage and price trends and that the poor understand-
ing of the inflation process is probably the principal or one of the
prh}lcipal reasons for this misunderstanding or lack of understand-
ing?
Mr. GREENSPAN. Yes, Congressman Long, we have looked at all vari-
ous elements which affect the price levels. And specifically as to the
case you are referring to, there are a number of factors involved
which cause changes in distribution margins in the food industry and
which makes it extremely difficult to generalize in any simple way.

My colleague, who has worked on this area, may like to respond.
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Representative Loxe. Relate that specifically, if you would, to the
fact that demand goes down and yet price doesn’t go down, Mr. Mac-
Avoy. Now this looks to me like—well let’s take the case of alumi-
num. The fact of the lack of aggressive enforcement of the antitrust
laws might be a major factor that is involved in that.

Mr. MacAvoy. Congressman Long, Mr. Greenspan has suggested
that economists do not forecast quarter-to-quarter movements in mar-
gins and price changes very well.

The Council in the preparation of its report did a great deal of
work in three areas; first, in trying to anticipate a passthrough of
important wage changes to the industrial sector and higher industrial
prices; second, in trying to forecast four quarters ahead changes in
the meat and food components of the Consumer Price Index; and
third, in trying to forecast the impact of the recent energy bill on
prices of energy at wholesale and consumer levels.

The situation in each is quite different. We have spent a great deal
of time on the so-called administered price part of the industrial sec-
tor. We failed to come to any analytical conclusions about which
prices were administered. Many that we defined as administered 5
years ago do not act that way now. Some might be redefined by the
* expert economists in this area, but there is no tendency in recent
data which anticipates rising prices in the industrial sector.

Now in the food area, Congressman, we have a very complicated
lag relationship between price changes for feed grains and allied
products on the farm, the expansion or contraction of cattle and pig
inventories which then leads some months later into increases or de-
creases in meat production. We have had a 50 cent to 75 cent per
bushel reduction in the prices of grain since the July highs. We are
now seeing the effect of lower grain prices in stimulating increased
cattle feed and sow farrowings.

‘We forecast from this that there will be a considerable lessening
in the rate of increase of wholesale and consumer prices of meat in
the second and third quarter of this year. The omnibus energy bill
gives us a price scenario for the coming year for the key components
of petroleum products. We are now in the process of evaluating the
effects of alternative bills which will change regulation of natural

as.
g The Pearson-Bentsen bill has passed the Senate. It is being con-
sidered in the House. When this process is complete, our forecast will
be more secure. But we do not anticipate under the present controls,
vou see, that there will be overall energy price increases of more than
6 percent.

The margins there are now under control and the process of un-
winding under the energy omnibus bill makes that forecast more
uncertain than usual.

In concert with the Council on Wage and Price Stability we have
analyzed the situation of aluminum and the situation of price cost
margins in bread. And we agree with and took part in the prepara-
tion of the reports on these particular products.

T note that during the last few months the wholesale price index
for aluminum has declined somewhat. It will go back up. It will go
down, too. We are not good at predicting these changes month by
month. But we see no overall thrust of rising margins, of rising cost
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of these basic products that would require a departure from our
basic forecast of prices this year.

Representative Lone. Thank you. My time has expired.

Mr. MacAvoy. Perhaps I gave you too much. )

Representative Long. Your discussion was interesting but it didn’t
really deal directly with antitrust laws and the lack of an effective
control over the multinational corporations.

Representative BoLrine. Congressman Brown of Michigan.

Representative Brown of Michigan. Thank you.

I would remind you that this is a political year. The indignation
that has been expressed here this morning seems to me might be
observed as a visceral reaction to a concern that what the administra-
tion is doing is working and will work to the best interest in the
long run.

You know this discussion of Republicans and Democrats and about
basic differences in philosophies, I think, as the gentleman has al-
ready indicated, may be a bit oversimplified. But I would oversimplify
it further. I would suggest that maybe the Republican approach is
not that if we give a fish to a man he will eat for a day, but the Re-
publican philosophy is rather that we will teach a man to fish and
he will eat forever.

And I would also point out that I don’t think there are many
economists today who wouldn’t agree that the recession and the re-
sultant problems we are discussing here today, there are few if any
economists who won’t agree that that recession is the result of infla-
tion. And there are few economists who won’t agree that a prime
cause of that inflation, or shall we say the basic period over which
that inflation got its start, was during the Johnson years when you
had not a Republican President, not a Republican Congress, but a
Democratic President and a Democratic Congress.

And I would further remind you and all those around that al-
though this Congress seems to have solutions for everything, they
have had 38 of the last 42 years in which to come up with those solu-
tions. And for practically all of that time they also occupied the
‘White House.

I sympathize and am terribly compassionate with the words of the
gentleman from Missouri about the problems of the young blacks and
teenagers. Yet it is his side of the aisle that is again advocating
substantial increases in the minimum wage law, and there are reports
all over the place that—and the record is replete—with representa-
tions and conclusions that increases in the minimum wage laws have
a particularly adverse effect on young blacks and teenagers insofar
as employment is concerned. .

I would also remind those present in view of the dire statements
that are being expressed, that Mr. Shiskin of the Bureau of Labor
Statistics has testified before this committee, if I recall his testimony
correctly, that as a practical matter there is a greater percentage of
our population employed today than was employed during the good
Kennedy years.

It seems to me that those on the other side of the aisle believe that
public jobs are better than private jobs because I haven’t seen any-
one on that side of the aisle come forward and head the troops with
respect to legislative enactments, etc., that will basically create jobs
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in the private sector true to the way in which we drew up tax laws
and other things.

T was very pleased with the chairman’s statement. I'm sorry that
he had to leave. But T was pleased about his statement that he could
put all of these people to work. You know I think maybe we are
approaching this in the wrong way. I think we ought to make the
chairman the employer of last resort and then we could have him
sitting where you are.

By this committee, by the Banking Currency, and Housing Com-
mittee, by all the committees in the Congress who exercise oversight
functions, if he were in your position, he would be before us most of
his time as you are. And frankly he would never have an opportunity
to even carry out a proposal if he had one. Because I think the
amount of time that you gentlemen and the others from downtown
spend on the Hill, under both Democratic and Republican adminis-
trations alike, but obvioustly more significantly when you have a
Democratic administration here and a Republican one downtown
than when you have both of the same party, but anyhow I don’t see
how you can operate a department with the amount of time you
spend on the Hill.

I would just conclude, since the questions being asked are basically
a critique and a criticism—and I think more in a visceral way than
a judgmental way this morning—I would just conclude by again ad-
monishing you that this is a political year. I think that although we
are all concerned about the speed with which we make this recovery.
but I thought Mr. Malkiel drew a very good parallel when he said
that if we are going to have the patient recover, we certainly don’t
want to put him in a situation and do things which would cause a
relapse. And I think that is a valid concern and it is awfully good
that many members of this administration have been admonishing
the Congress about it. And I happen to agree with them.

Thank you very much.

Representative Borring. Before I recognize Congresswoman Heck-
ler, Mr. Chairman, I would like to call your attention

Representative Brown of Michigan. You are the chairman.

Representative Borring. I was referring to Mr. Greenspan.

Mr. Chairman, I would like to call your attention to your prepared
statement where you state: “Over the past years we have examined a
large number of specific proposals such as public service, public em-
ployment programs which are often advocated to reduce unemploy-
ment directly or rapidly.”

Now could we have for the record a list of the specific public pro-
posals you examined—and you can refer to what I just read—and
your conclusions about each one? I would also like to ask you to sub-
mit for the record your estimates for the full employment budget by
quarter through the end of calendar 1976.

Mr. GreenspaN. We shall.

[The following information was subsequently supplied for the
record :]

Porictes To INCREASE EMPLOYMENT

The Cogncil of Economic Advisers has examined a number of policy pro-
posals to increase employment. The main issues are: (1) for a given increase
in fiscal stimulus can employment be increased more with a selective policy
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aimed at doing so rather than with a neutral policy such as a tax cut; and
(2) the extent to which selective policies and measures contain defects that
pose other problems which are not inherent in the use of general fiscal mea-
sures,

The conclusion of the analyses which we have conducted is that selective
policies such as public service employment, private employment tax credits or
public works construction may temporarily add more employment than a neu-
tral tax cut (though only after a long lag in the case of both the tax credit
and public works program). However, at the same time resources are misallo-
cated and on balance we may therefore get less economic growth and employ-
ment with selective policies than with a neutral cut of personal and business
income taxes. In addition, selective policies are more difficult to control in
amount, in timing, and in termination.

A tax cut has the great virtue of assisting the normal forces at work in the
economy to stimulate growth and employment. If relative prices are not dis-
torted it is reasonable to assume that expansion will be greatest in those activi-
ties with the highest economic payoff, and that capital and labor will be used
in the most efficient (i.e., least cost) way.

The three selective policies which have attracted the most attention as ways
of getting more of an increase in employment than from a tax reduction with
a similar cost to the Federal budget are public service employment, an em-
ployment tax credit and public works.

PUBLIC SERVICE EMPLOYMENT

Public service employment (PSE) programs are a special form of grant that
aims to encourage a temporary expansion of state and local employment. A
general Federal tax cut could also result in an inecrease in public sector em-
ployment. However, to do so state and local governments would be required
to divert the reduction in Federal revenues to their own use by raising their
taxes, and if taxpayers preferred private goods to public goods, this would be
difficult to do.

Proponents of public employment programs argue that it is a less expensive
and a surer way to guarantee that a given amount of Federal outlay or tax
reduction will result in increases in employment. However, there is no easy
way of distinguishing a worked filling a PSE slot from a worker who would
in the ordinary course of events be hired by a state or local government. Al-
though many state and local governments have been retrenching, significant
future additions to employment are likely to continue to take place there.* And,
state and local governments now have more experience with, and can plan for
PSE slots. Hence, they may now be more effective in using PSE funds for job
slots that they would otherwise fund from their own resources. On the basis of
experience with the Public Employment Program (PEP) of 1971-1973 it has
been estimated that a PSE program does initially create more jobs than an
income tax reduction. However, the effect diminishes over time, becoming
negligible after two years, as state and local governments substitute Federal
funds for their own funds.

A $1 billion PSE program for example could pay for approximately 110,000
PSE job slots at $9,000 per job (wages and the 10 percent allowance for other
costs). Based on research of previous programs, however, state and local gov-
ernment displacement of the funds is estimated to be about 40 percent after
two quarters, 60 percent after one year and 90 percent after two or three years.
There are, however, also lags in program spending. It is estimated that, com-
pared to a person income tax reduction of a similar magnitude, the impact of
a $1 billion PSE program after two quarters would result in about 74,000 jobs
created, after one year 48,000 jobs and after two years about 11,000 jobs created
(see Table 1). After two years nearly $100 million of the $1 billion program
would be for creating net new jobs and nearly $900 million would in effect be
supporting jobs that states and localities would otherwise have financed them-
selves.

1 State and local government employment increased by 570,000 jobs (4.7 percent) iu
1975, more than twice the increase in PSE slots.

74-582—76—pt. 1 3




28

TABLE 1.—JOBS PAID FOR AND JOBS CREATED UNDER A $1 BILLION PUBLIC SERVICE EMPLOYMENT PROGRAM
{Jobs, in thousands]

By end of quarter
Start of spending and jobs 1 2 3 4 5 6 7 8
Initial quarter:
Paid for1__ 55 55 55 55 55 55 55 55
Created3... 4.3 330 2.5 22.0 13.7 5.5 5.5 5.5
Second guarter:
Paidfor' ____ ... 0 55 55 55 55 55 55 55
Created® ______ ... 0 4.3 330 27,5 220 137 5.5 5.5
Total, all spending:
Paidfort ____ . ________________ 55 110 110 110 110 110 110 110
Created2._______________________ 41.3 743 60.5 47,5 257 19.2 1.0 1.0

1 Number of persons in PSE slots. L.
3] tal jobs ted pared to a $1 billion reduction in personal i taxes.

Assumptions for Table 1:

(1) Total Spending.—$1 billion annual spending.

(2) Cost per Worker.—$9,000. (To cover wages and salaries and the 10 per-
cent allowances for other costs.)

(3) Mazimum Jobs Funded.—From (1) and (2)—The maximum funding is
110,000 jobs.

(4) Time Path of Jobs Funded—Based on past experience, the time path for
the initiation of spending is assumed to be: By end of : 1st quarter, 50 percent;
2nd quarter, 100 percent.

Hence, 55,000 jobs are funded by the end of the first quarter and 110,000 by
the end of the second quarter.

(5) Displacement effects.—

Based on previous research ? the replacement effects are assumed to be: 1st
quarter, 25 percent; 2nd quarter, 40 percent; 3rd quarter, 50 percent; 4th quar-
ter, 60 percent; 5th quarter, 75 percent; and 6th quarter and thereafter, 90
percent.

‘While the Federal Government has an incentive to reduce the replacement
effect, prime sponsors have an incentive to increase it. The estimates are main-
ly based on the PEP program, which was the first of its type in the postwar
period. The experience gained with the PEP and CETA programs will probably
operate to increase replacement ratios in future programs.

(6) Marginal Propensities to Consume.—It is assumed that the families of
the recipients of the jobs created by PSE have the same marginal propensity
to consume as the beneficiaries of a tax cut.

(7) State and Local Budgets.—Because of the replacement effect, some of the
Federal grant (e.g., 25 percent in the first quarter under assumption (5) can
be used for other purposes:

(a) To reduce the size of the state and local government annual deficit (or
increase the surplus).

(b) To keep taxes lower than otherwise.

(¢) To purchase goods from the private sector.

Dollars allocated under (a) are likely to have a smaller aggregate stimulus
than an equal dollar of a Federal tax cut, while dollars allocated under (c)
are likely to have a larger aggregate stimulus. No large difference in stimulus
would be expected from a tax cut at the Federal rather than the state and
local level. In the long run the dollars freed by the replacement effect are
likely to appear primarily as lower taxes, but the short-run allocation is am-
biguous. In the absence of more specific information it is assumed that the
net stimulus from the dollars freed by the replacement effect is the same as
an equal dollar amount of a Federal tax cut.

(8) Time Path of Spending.—The lag in the initiation of spending under a
tax cut is likely to be shorter than under PSE. Then, the procedure adopted

2 See Alan Fechter. Public Employment Programs (Washington. 1975), and George
Johnson and James Tomola, “An Impact Evaluation of Public Employment Programs,”
Department of Labor, 1974, and the references therein.
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would result in an upward bias in the short run in the number of jobs created
by PSE compared to a tax cut.

The foregoing estimates might vary somewhat for a massive PSE program,
i.e., a program which attempts to “create” jobs far in excess of the normal
state and local government job needs. However, the spending of funds for
such a program would be much slower. It takes time to “create” jobs, and state
and local governments would be reluctant to hire a large number of workers
who would have to be either discharged when the temporary Federal program.
ended or funded out of state and local sources.

The difficulty in discharging workers under PSE-type programs leads to the
strong likelihood that a massive program would mean a permanent increase irr
relatively nonproductive public employment. Several European countries have
inadvertently created too large a ratio of public to private employment, with
significant adverse consequences on economic growth and standards of living.

Other drawbacks of PSE programs in general should be noted. State and
local governments are presumably now doing the tasks they, and their tax-
payers, view as most important. Although workers undertaking tasks with
only marginal value will appear as employed in the labor force data, in an
economic sense they are really unemployed. However, they are receiving a
higher level of income through the PSE program than would have been re-
ceived through unemployment compensation. This is not to say that it is better
to receive unemployment insurance or welfare than to work. Rather, it forces
more consideration of the type of work that can be done in a temporary pro-
gram, the cost per individual of this kind of program, and the alternatives
available,

The workers hired under PSE are usually those with a better than average
chance to get unsubsidized jobs (Table 2). While the statutes often contain
preferences for the longer-term unemployed, the programs are not able to
target on those among the unemployed who have the most difficulty finding
regular employment,

Persons in public service jobs (whether essential or marginal) have less
time available and less of a financial incentive to search for, and accept, pri-
vate sector employment. During a period of expanding private sector employ-
ment opportunities, such as 1976, it would be more appropriate to be encour-
aging workers to seek and accept regular, productive private sector jobs.

TABLE 2.—COMPARISON OF SELECTED CHARACTERISTICS OF PARTICIPANTS IN FISCAL 1974 CATEGORICAL
PROGRAMS, CETA TITLES I, 1, AND VI IN FISCAL 1975 AND THE U.S. UNEMPLOYED POPULATION, JULY 1, 1974
THROUGH SUNE 30, 1975

Fiscal 1974 CETA-fiscal 1975 U.S. un-
categorical - - employed
Characteristic programs Title | Title It Title Vi PEP (EEA)  population
Total: Percent. ... ___....... 100.0 100.0 100.0 100.0 100.0 100.0
Sex: ’
Male. ..ot ans 57.7 54.4 65.8 70.2 72 54.9
Female . .o eoieaaa. 42.3 45.6 34.2 29.8 28 45.1
Age:
¢ Under 22 yrs. o eeeeeaacnee 63.1 61.7 23.7 21.4 19 34.8
22toddyrs__. R 30.5 32.1 62.9 64.8 66 46.0
A5 yrsandover.......c._..... 6.2 6.1 13.4 13.8 14 19.1
Education:
8yrsorless. ... .. ......... 15.1 13.3 9.4 8.4 26 15.1
9tollyrs..._ R 51.1 47.6 18.3 182 .. 28.9
12yrsandover...... - 33.6 39.1 72.3 73.3 74 56. 0
E:Rnpmically disadvantaged__...... 86.7 71.3 48.3 43.6 38 @
nic proup:
g 54.9 54.6 65.1 71.1 60 8l.1
37.0 38.5 21.8 22.9
3.5 13 1.0 1.1 140 18.9
4.6 5.6 12.1 4.9
Spanish-speaking 15.4 12.5 16.1 129 ... 6.5
‘Iilr{!ited English-speaking ability. ... ® 4.1 8.0 A6 ..l @
eterans:
Special Vietnam era__.._..____ 15.3 5.2 1.3 12.5 29 7.5
1 L 4.4 12.6 14.6 14 9.4

1 inctudes Spanish-speaking Americans,
? Not available,
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For a public employment program to be countercyclical a mechanism is
needed to phase out the program as unemployment falls. The jobs provided
must be such that they can be both established quickly and readily ‘“detrig-
gered” as job opportunities in the private sector increase. In part, this will
occur if workers voluntarily leave public sector employment for higher paying
regular jobs. However, the more attractive public service employment is in
terms of current and expected future wages, the more difficult it is to reduce
the programs. And the more essential are the services performed, the greater
will be the pressure from state and local governments that the Federal fund-
ing be maintained.

PSE jobs that are truly temporary in many cases are likely to be filled by
persons who would otherwise be out of the labor force rather than by the
unemployed who are already receiving benefits and for whom a temporary job
may be a deterrent to more permanent public or private sector reemployment.
For a public employment program to provide jobs for those who are most needy
requires that the jobs be such that they can be filled by persons of diverse
prior training, employment experience and age, and that involve at most a
very short period of training. It is extremely difficult to design a program
which meets all of these criteria.

There is a tendency for PSE legislation to urge that the jobs be such as to
lead to permanent careers. But the more closely the jobs resemble the ordinary
occupational structure of the sponsoring government and the more career-ori-
ented they are. the more likely is the displacement effect to be large. Thus, to
insure that jobs are net additions to the economy it may be necessary for
states and localities to try to create distinet tasks for these subsidized work-
ers in separate job categories created for the purpose. This may increase the
difficulty of creating programs that provide productive employment.

It should also be noted that state and local government employment is only
16 percent of nonfarm payroll employment. This sector by itself could not be
a major factor in generating enough useful employment to substantially reduce
the unemplovment rate without dramatically increasing the proportion of out-
put devoted to publicly-produced services at the expense of privately produced
goods and services.

In summary, a moderate PSE program, whether temporary or permanent,
suffers from a high replacement rate, and generates only a small and tempo-
rary increase in employment compared to a tax cut of a similar magnitude.
If a PSE program is permanent it is likely to become in effect a permanent
increase in Federal grants to state and local governments but without a cor-
resnonding permanent increase in the number of jobs. A massive temporary
PSE program is not likely to substantially increase useful employment within
a year or two. In the short run many of the additional jobs would be margi-
nal, and they would soon compete with the expanded opportunities for private
sector employment. If the PSE programs were to work over longer periods of
time. moreover, they would represent a permanent addition to the size of the
public sector relative to the private sector, unless offset by program reductions
elsewhere. The long-run costs of funding public jobs programs, to produce pub-
lic goods and services not now produced, would fall upon a relatively smaller
private sector.

EMPLOYMENT TAX CREDIT

A private emplovment tax credit subsidizes the wages of additional workers
in order to encourage more labor intensive methods of production while stimu-
lating output. One version of an employment tax credit would give emvlovers
a credit of a fixed number of dollars per month for each full-time equivalent
worker on the pavroll in excess of. for example. 1975 employment levels. An-
other version would provide a credit proportional to the increase in the wage
bill ahove the 1975 level.

In either case. it is difficult to estimate the outcome and the final budeet
cost. Because there is no way of identifying for each firm the increases in em-
ployment induced solely by the tax credit, a large component of the Federal
expenditure would be for employment increases which would have taken place
in anv event. Thus. much of the tax credit would simply provide a windfall
to private firms. Although the proponents of an employment tax credit have
suezested that the Federal cost per net job created would be verv low—Ilower
in fact than for public service employment jobs—this windfall effect is likelv
to raise the cost per job actually created far above the figures usualy cited.,
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As we approach full employment the problem will arise of either maintain-
ing the credit and perpetuating what was intended to be a countercyclical pro-
gram or removing the credit and perbaps inducing layoffs and unemployment.
A gradual reduction of the credit would reduce or eliminate this disemploy-
ment but would extend its life and the program cost several years into the
future. Unless the credit is removed, however, the subsidy to the use of labor
relative to other factors of production would retard growth by maintaining a
less efficient allocation of resources.

Also, it is not easy to design an “equitable” employment tax credit. An em-
ployment tax credit would tend to provide larger subsidies to rapidly growing
industries, and those that have greater short-term flexibility in employment
patterns and to cyclically sensitive industries during periods of business ex-
pansion. Stable, slow growing industries which would incur large costs of ad-
justing temporarily to a higher ratio of labor to capital might not receive any
subsidy. The pressures to broaden the scope of the program to prevent inequi-
ties would be difficult to resist. It is worth recalling that the investment tax
credit was originally proposed as a credit for increases in investment. But
equity problems quickly dictating giving credit for all investment not just
increases. It is likely that similar pressures could cause an employment tax
credit to be converted to a general wage subsidy.

Theoretically, an employment tax credit that is a fixed amount per worker
rather than a percent of the wage bill, would have a greater effect on the
number of workers, as there would be a substitution toward unskilled workers
and the industries that employ them, and away from higher paid skilled work-
ers and the industries that employ a substantial proportion of skilled workers.
Although possibly desirable in the short run, such a substitution would adverse-
ly effect the long-term growth of the economy.

A tax credit tied to the total wage bill is neutral! with respect to the skill
level of the workers. It may, however, make it more difficult for employers to
resist large wage increases that inflate the wage bill

Once the precedent is set for an employment tax credit, employers may ex-
pect it to reappear in the future. On the basis of this expectation they would
have less of an incentive to engage in labor “hoarding” (reducing employment
by less than the fall in output) in future recessions. It is interesting to note
that one major difference between this recession and the most comparable
previous recession, 1957-58, is the smaller percentage point decline in employ-
ment for each percentage point fall in output. If one and a half years ago em-
ployers had expected an employment tax credit during the recovery, the fall
in employment and the rise in the unemployment rate would presumably have
been much sharper.

Because of a concern with the high youth unemployment rate, some have
suggested an employment tax credit for youths. Minimum wage and mandated
social insurance taxes may have raised the minimum employment most of labor
above the productivity of many young workers, thereby decreasing their em-
ployment opportunities. An employment tax credit for youths applied only
to increments in employment above the 1975 level in that firm would encour-
age a substantial shifting of employment. Some firms would decrease youth em-
ployment while others would increase it to qualify for the credit. The net
increase in youth employment may be small, To reduce this socially inefficient
shift of labor would require providing the credit for all youths who are em-
ployed. This, of course, would create a substantial windfall for youth intensive
industries (e.g., fast food chains).

From experience with other programs it is known that firms will respond
to an employment tax credit program in such a way as to have the subsidy
apply to an even larger proportion of workers who would be employed in any
case. Because we have not had experience with an employment tax credit the
likely magnitude of this effect cannot be estimated. This problem would be
more severe for a program that focuses on a particular demographic group
(e.g., youths).

COUNTERCYCLICAL PUBLIC WORKS PROGRAMS

Large-scale public works programs as a method of reducing unemployment
are subject to several significant drawbacks. Analyses of past efforts to use
public work construction projects as a countercyclical fiscal measure do not
support the idea that such programs will gquickly provide for the unemployed.
Large-scale public works programs require long lead times before the projects
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get under way and even longer lead times before projects are completed. Past
experience suggests that only 10 percent of the funds are actually spent in the
first year in which the funds are appropriated. Half of the funds are used in
the second year and 10 percent of the funds remain to be spent four years after
the funds are appropriated. The reasons for the delay are inherent in public
works programs, s0 that efforts to accelerate the procedures can be only par-
tially successful.

It is unlikely, therefore, that such an approach will do as much to reduce
unemployment in 1976 or early 1977, the period when unemployment will still
be high, as would generalized and neutral fiscal measures. The major effect of
public works projects upon employment is likely to occur during the period
beginning in late 1977 and 1978, after the economy has made significant prog-
ress toward recovery with the full effects not felt until 1980. The enlarged de-
mands of public works projects will then divert resources from other more
productive uses at precisely the time that overall availability of resources is
beginning to be strained.

A final factor is that a vast expansion in public works projects would tend to
create the wrong type of capital. The need in the next several years is for pro-
ductive plant and equipment in the private sector. Our analyses suggest that
a substantial increase in investment in productive facilities is required in the
period immediately ahead. If this increase is not achieved the rise in produc-
tive employment will be hampered, as will the progress of the nation in meet-
ing its productivity, environmental and energy goals.

FuLL-EMPLOYMENT BUDGET ESTIMATES

The full-employment budget balances estimated on the national income
accounts basis by the Council of Economic Advisers through 1976 are shown
below (Table 1). These estimates are consistent with the economic and fiscal
assumptions published in the 1977 budget. Data for 1975 and earlier years
appear on page 55 of the 1976 Economic Report of the President.

Although the estimates in Table 1 are shown quarterly at annual rates, it
should be assumed that changes in fiscal stimulus or restraint can necessarily
be inferred from changes in the quarterly full-employment balances. Averages
over longer periods, such as half-years or years, should be used for this pur-
pose.

. The apparent increase in the full-employment deficit from the fourth quarter
of 1975 to the first quarter of 1976 is a case in point. This rise in the deficit
is due to a decline in estimated full-employment receipts. Full-employment re-
ceipts are not growing between these quarters, in spite of the ongoing recovery
largely because (1) the special fee on imported crude was removed shortly
before the end of 1975 (-$3 billion), (2) the earned income credit and the
home purchase credit reported on 1975 tax returns are estimated to reduce
personal tax receipts (-$2 billion), and (3) the tax-reduction from lower cor-
porate tax rates contained in the President’s program is distributed in national
income accounting throughout the present year, even though tax rates are to
be reduced only by July of 1976 (-$1 billion).

. The economic impact of both (1) and (3) lies mainly in the future because
it takes time for any reductions in the landed price of crude to affect prices
paid by consumers of energy products and because the corporate tax rate re-
duction cannot be anticipated with certainty until the proposed legislation has
passed. On the other hand, the economic impact of (2) lies mainly in the past.
The home purchase credit, in particular, was taken into account by persons
purchasing new homes in 1975 and the mere realization of this credit when tax
returns are filed in 1976 will have little, if any, stimulative effect in the cur-
rent year. Hence, quarter-to-quarter changes in the full-employment balances
should not be overinterpreted.
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TABLE 1.—FULL-EMPLOYMENT FEDERAL GOVERNMENT RECEIPTS AND EXPENDITURES, NATIONAL INCOME
ACCOUNTS BASIS, CALENDAR YEARS 1975-76

Full employment  Full employment Surplus or
receipts expenditures deficit (=)

8 329.8 15.1
309.8 343.0 -33.3
348.6 355.3 —6.7
360.0 365.2 —5.2
359.5 376.0 —16.5
369.9 382.9 —12.9
375.6 383.3 -1.17
389.6 386.3 3.2
340.8 348.3 ~1.5
373.7 3824 —8.5

Note: Detail may not add to totals because of rounding.

Representative Borring. Congresswoman Heckler.

Representative Heckrer. Well, I would like to say that a few
months ago when you appeared before this committee, there was
much handwringing going on in the Congress then and you fore-
casted a steady recovery. There were many who doubted that here.
So that I have to say for the record that your forecasts were more
accurate than ours were. And there is some measure of consolation
in this because, after all, you are deemed an expert and your judg-
ment has proven to have a great deal of validity even in the hallowed
halls of Congress.

But nonetheless I have some problems with your report and with
the state of the economy today, which I would like to raise with you.

I note that earlier when Marina Whitman was one of your col-
leagues or on the Council that the Economic Report of the President
contained a very valuable section on the impact of the economy on
women and women in the economy. Now I would hope that we do
not have to have a presence of a woman economist in every instance
in order to follow through what is a valid economie question but yet
that appears to be the case. I see this report does not contain any
analysis of women in the economy.

So that at the same time that women feel they are the victims of
the life-old principle of last in/first out, yet many are not getting in.
Could you tell me why it is that you omitted this kind of analysis
that your prior report contained?

Mr. GreenspaN. Yes, Congresswoman Heckler, I think that there
is a very large number of subjects which are appropriate subjects for
inclusion in the economic report. We were constrained by the issues
of length and resources. I certainly agree with the issue that vou
raised. I hope at some point that this issue will become irrelevant,
but we have not arrived at that point yet.

We cannot promise what we will do in the future, but, we are all
aware of the fact that there are important differences in the role and
position of women in the labor force. We are concerned about this as
we are about the other issues that were raised this morning.

Representative HeckrLEr. Did you consider incorporating a state-
ment ;)r a segment of the report on the subject of women in the eco-
nomy ?
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Mr. Greexspan. No, we did not. We had originally decided to
keep this report as short as possible. As a consequence many things
were excluded.

Representative Hreckrer. Well, I would hope that your consciouns-
ness has been raised in terms of considerations of the role of women.
And T think that there are a number of Members of this Congress,
which is largely dominated, of course, by the opposite sex, over-
whelmingly so, who share a great concern about the role of women in
this economy. And I think the omission to cover that segment of
the population is serious. And I would hope that it will not be the
case in future reports.

Mr. Greexsean. Well, we shall endeavor in the future to take that
into consideration.

Representative Heckrer. Thank you.

I’'m concerned about the question of unemployment and yet I find
the public answers very unsatisfactory. The CETA. program has been
very tarnished by political machinations in my district and I think
in many sections of the country and that was one of the responses
which we in Congress gave to the problems of unemployment. We
have the choice of public opportunities, and yet we know in the long
run the private sector can offer the most rewarding jobs.

However, I have a city in my district with a 12 percent unemploy-
ment rate. And as important as the longrun and a healthy recovery
is for the country, what these people have to face tomorrow is also a
concern of mine. And I think this is a valid issue that has not been
addressed sufficiently. Is it possible for you in terms of the present
unemployment rate, Mr. Greenspan, to deal with the short-run rami-
fications? Is it possible for the executive to propose an answer which
will incorporate an incentive to the private sector to handle the short-
run problems of a community ¢

We have looked to the public sector and that has been fraught with
political overtures and injury and a lack of results. What can the
private sector do? How can we deal with this very important prob-
Jem now? And I think it is not only important economically, but it
is important in human terms.

This committe went to Atlanta, Ga., and listened to a witness who
had done an extensive study of unemployment and found a very
close correlation between suicide and the unemployment rates. The
correlation between crime and unemployment especially in the ghetto
is well established. So we are talking about serious questions in addi-
tion to the economic ones.

What can we do to deal with this in the short run? What will the
executive propose this year to deal with the problems of unemploy-
ment that we face now?

Mr. Greenspan. Well, Congresswoman Heckler, I am sure we have
as much awareness as anybody dealing with it on a day-to-day basis,
of what the costs of this current recession have been. I think that
they are very substantial. I think you named only some of them.
There are many, many more. What this suggests to us is that we
should never have allowed ourselves to have gotten into this situa-
tion. I think one of the great tragedies of the last decade or so is that
we did not foresee that the types of policies and events that were oc-
curring would lead us here.
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Now that is not to say that we can just wring our hands and say,
“Well, we can forget all of the consequences.” Nevertheless, it does
say that the first or the highest priority is not to allow this type of
situation to happen again.

I think that is the absolute first priority. And I think the funda-
mental thrust of the policy which the President has proposed is
directed at that particular point. .

The next questlon is particular short-term policies to cushion the
effects and the difficulties experienced by a large number of Ameri-
cans. However, it is also very important not to create problems along
the way which interfere seriously with the solution of the basic
underlying problems. Moreover, some of the short-term programs
which ‘we have examined are simply lacking in substance.

For example, we did look at the possibility of a particular type of
tax credit which might cause private employers to increase job hir-
ng. 4

%\'ow on the immediate surface that seems like a very interesting
idea. It was raised about a year ago. We looked at it in some great
detail and we concluded that the effect of that type of program was
not to add significantly to total employment.

What it did do was have a very large displacement effect similar
to the problem that Mr. MacAvoy raised in ﬁis small town.

Now, we come back to that again. In other words, we said: “All
right, in the particular formulation that we used, we couldn’t actual-
ly construct and implement a program in which we had confidence.
So we went back. We thought the whole issue through. We ap-
proached it from a number of different directions hut we came out
the same way.

What I mean by this is that the effect on employment of these
types of job credits is not significantly different from other routes
we could take.

And in order to make the assumption that you have markedly in-
creased the job creation potential with a particular program of this
sort, whether it is on the expenditure side or whether it is on a tax
side, you have to demonstrate that it makes a significant difference
from a straight expenditure increase or a tax cut.

The evidence is that in the very shart run it has some effects but
effect fades very rapidly. But mare importantly, it leaves as a re-
sidual in the system types of problems which will aggravate the long-
term problems and make it more difficult to achieve a solution.

We should not support a particular program which on the surface
looks good but we know, after thorough analysis, really isn’t that
good. We should only try to implement those programs which have
some chance of success.

So we are looking for something that does not have this displace-
ment effect and which will create lasting and permanent jobs.

Representative HEcKLER. But you still have not given us an answer
for the short run. Have you addressed that in any sense?

Mr. GreenspaN. We have addressed the problem in a considerable
way. We have concluded that the best short-term solution is to re-
store the general state of confidence in our private economy as quick-
ly as possible. I believe it is accurate to say that confidence is improv-
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ing quite markedly and this will help to initiate recovery in the con-
struction industry, the capital goods industry, and to create large
numbers of lasting and productive jobs. And I think we are moving
in that direction and the quicker the better.

This is not to say that there aren’t considerable short-term prob-
lems. There is no question of that and I think that we recognize that
as well as anybody.

If we could find a way which would realistically and creditably re-
solve that problem, the President would be proposing such measures.

Representative Heckrer. Thank you.

Chairman Humpurey. Thank you.

Congressman Brown of Ohio.

Representative Brown of Ohio. Thank you, Mr. Chairman.

Mr. Greenspan, I want to get back to the question of the cost of
private jobs versus the cost of creating public jobs and ask if private
jobs can be created more economically than public jobs. Do you have
some statistics on that? Do you have a generalized figure that wounld
indicate to us that private jobs of a lasting nature are more economi-
cally creative than public jobs?

For instance, you used the $50,000 figure for public service jobs.
T have seen the figure quoted that it takes about $25,000 to create a
job in the automobile industry.

Now, that seems to me to be a capital intensive industry. A sales
job I suppose doesn’t cost anything to create or at least very little.
You just add it onto the payroll.

Mr. MacAvoy. The process of analysis is very indirect. First, we
face what Alan Greenspan calls the replacement problem in the cre-
ation of public jobs.

Okay. We go out and we put a 17-year-old to work in Braintree
or

Representative Brown of Ohio. I don’t like the 17-year-old exam-
ple because I happen to run a business where 17-year-olds cannot
work because they are prohibited by law from having a job around
some kinds of machinery. So you can’t put a 17-year-old to work on
that kind of a job.

Mr. MacAvox. Well, we should consider then a 20-year-old or a
25-year-old.

Representative Brow~ of Ohio. Okay.

Mr. MacAvoy. The process which I described earlier whereby this
works through the federal system to the State and local government
to a grant dispersing agency finally results in the employment of this
person by some public sector agency at the town level. The town
then fits this into its plan for general activity of that year.

We have found that the immediate impact in a large number of
cases, Congressman, is that the other job opportunities are reduced
by some fraction but not by a whole job. It isn’t as bad as the instance
in which they take someone off the public payroll in order to fill that
job with the new federally funded employee. But we found over a
3-year period for every 10 jobs created, or funded under the public
employment programs, no more than one or two are net new jobs.
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The others are all replacement jobs. So that if we have a program
designed to provide a $10,000 net job, we may have to create 7,8 or
9 jobs in order to get that one net job. And you have to include the
costs of the 7, 8 or 9 replacement jobs in your estimate of the cost
of the one new job created. It is a general dispersement of a large
amount of funds whereby the Federal Government makes the pay-
ments for many local jobs to get one new job.

Now, indeed, looking at the alternatives requires one to look at the
impact on the private sector of the level of total investment in this
job-creating operation in the public sector. If we want one million
new jobs of 21-year-olds that turns out to be on design a $10 billion
program. But to actually get that number of jobs via the public
service employment route given the displacement problem requires
nearer $100 billion of outlays so that indeed this is going to have a
very significant impact on the confidence of the corporations and in-
dustry and business in the private sector in terms of their investment
and production plans for the coming year or 2 or 3.

Now, I have no way of feeding that through a computer to look at
the impact on private sector job creation. But there is little doubt
that even if one does undertake investment of $20,000 in equipment
in the private sector to create a $10,000 job, that in the longer run
this would be the cheaper way of doing that. If we cannot reduce the
replacement rate

Representative Brow~ of Ohio. In my newspaper and printing
business if I buy a $5,000 computer and I put a girl to work on that
machine who may be making $7,000 or $8,000, I have made an in-
vestment of her salary and I have made an investment in the equip-
ment that I bought. Someone has to build that equipment. It has to
be put on order. It is taken out of inventory and somebody else gets
a job as a result of that. :

My question is if we are spending all of this money on public jobs
and taking it away from the taxpayer in Federal taxes or else in in-
flation and we are just borrowing 1n most instances because here on
the Hill we don’t have the guts to tax the taxpayer. If we just take
it away from the taxpayer in inflation and put a person in the real
estate tax section of the courthouse, it is my experience at the court-
house level back home that you have five people putting out the tax
bills that were formerly put out by only four people, and the tax-
payer at home has to pay for that person either through his Federal
taxes or, when the Federal money runs out you have to raise the
local taxes to pay for these five people. I'm not sure how productive
that is. But is there a way you can put your minds together to get
the information on what 1t costs and what the benefits are from re-
ducing taxes and giving a company a little bit more money ?

I recently spent a little time on weekends going over our corpo-
rate interpretations for next year. I find the tax break has given us
more money than we thought. We are, therefore, encouraged to buy
some more equipment.

Could you put together an econometric model for this committee
to give us some information as to the relative merits in terms of costs
and the results of public sector job creation versus private sector
job creation?
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Mr. GreenspaxN. Let me just simply indicate where the broad out-
Iines of the issue lie. I think you pointed out some of the key issues.
When you begin to increase significantly the proportions of public
employment in a sense you essentially do begin to tilt your system
far more toward consumption than investment.

And as for example, several European economies have recently
found out that exception emphasis toward public employment vis-a-
vis private employment has strange—

Representative Brow~ of Qhio. Could I interrupt there, because
T don’t have very much time. I do want to get what I think are good
questions in and I will let you give your answers when you can.

It seems to me that is one of the problems with the developing
nations. In the developing nations, the people we are trying to help,
they don’t have enough capital investment. They are consumer ori-
ented nations. They don’t consume much but they are consumer
oriented. They cannot consume much because they don’t produce
much. Therefore, the country can’t get any resources with which to
consume more and improve 1its standard of living.

Now, that is what I am worried about. It seems to me that we
would be better off if we were a producing economy, but I would like
to know what federal processes encourage a producing economy ver-
sus a consuming economy? It seems to me that tight credit controls,
high taxes, high inflation discourage investment and production. Is
that right?

Mr. GreenspaN, Yes.

Representative Brown of Ohio. What encourages investments in
production? I suppose it would be low taxes, low rates of inflation,
loosening up on credit controls, but what else? What can we do be-
yond that that might encourage our being a producing Nation so we
can raise our standard of living in this country and, incidentally,
help raise the standard of living in the rest of the world as we have
done historically over the last 25 years?

Mr. Greexsean. One thing we can do is restore a degree of confi-
dence in the economic rules of the game in the future. By that I
mean a great deal of investment in recent years has been discouraged
because of the uncertainties with respect to a number of the regula-
tions we have promulgated.

It is not only the regulations per se but also the fact that the regu-
lations and their interpretation changes. If one has to invest facilities
with a 20 year life, you are simultaneously confronted with such wide
possibilities of what regulatory policies might be over that period.

Now, we are endeavoring to look at this. And hopefully we will
find the means to give more certainty or less uncertainty. As it is,
it is often so risky that investment is held back.

Representative BRow~x of Ohio. Let me speak to an example on
that. The agricultural part of our economy is the part that has pro-
duced the most positive benefits for our balance of payments in the
lJast few years. Is that correct?

Mr. Greexsean. Yes, sir.

Representative Brown of Ohio. The reason for that is that we are
able to produce 25 percent, 35 percent in some products, more than
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we consume in this country and are able to sell them in a consuming
world that can’t produce these. Is that right?

Mr. GReeNsPAN, Yes, sir.

Representative BRown of Ohio. And we have had a recent expan-
sion both in terms of the use of land by farmers. More crop land is
being used for production than was being used about 4 years ago.

Mr. MacAvoy. As we evolved out of the old support program
where there were restrictions on land use, Congressman, into a full
production program, use of land in production has increased.

Representative BrowN of Ohio. By terminating those controls
over the farmer he has decided to use more land and has made invest-
ment in combines and other kinds of equipment that go into increas-
ing his efficiency. And incidentally, jobs result from buying those
combines I would assume. So we are also producing more and we are
increasing our relative balance of payments situation. Is that cor-
rect ¢

Mr. MacAvoy. Yes.

Representative Browx of Ohio. Now, are there other segments of
the economy—and I wish if you could you would submit this for
the record—where you think that same process that we have followed
with reference to agriculture and which has given us excellent results
in terms of the benefits to our Nation, might benefit us as a nation
in terms of stimulation of our economy at literally no cost? Because
as I understand, the administration has rather substantially reduced
the amount of budget figures to be devoted to agriculture in this
next year. Most of those are in those crop support programs that
were not producing anything. We are actually getting more results
for our economy for less Federal dollars. Could you give me some
kind of list of which parts of the economy we might be able to stimu-
late by following a similar pattern in the future? Not that the Con-
gress would want to do it, but it might be interesting for us to at
least have that information to look at.

Mr. Greexspan. We will endeavor to do so.

Representative Brow~ of Ohio. Thank you.

Representative Brow~ of Michigan. We are experiencing a phe-
nomena that rarely occurs where a Republican is sharing a committee
in the Congress.

Representative Brown of Ohio. Good. I have a lot more questions.

Representative Brow~ of Michigan. Well, rather than taking fur-
ther time now, I will yield to my colleague, Congresswoman Heckler.

Representative HeckiER. I just have one question. This is another
concern of mine, and it is a complaint I hear constantly, but despite
the recovery, which is also substantiated by comments from industry
representatives at home, the complaint is that small businesses are
not recovering. And I think you have a reference in your statement,
Mr. Greenspan, about the capital requirements of industry going to
be better, et cetera, but no one feels in my district that the capital
requirements of small business will be better nor do they feel the
Commerce Department really represents small business.

! The information to be supplied for the record was not available at time of printing
the hearings.
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Now, what approach would you consider, or what do you suggest
in terms of meeting the problems of small business? Because I think
most members of Congress on both sides of the aisle feel that the
success in the development of small business is very important to this
economy. Yet, regardless of the SBA and their support, the SBA
still sends the small business applicant to the local bank. And if
there isn’t credit in the bank, there is no answer, there is no response.
So, what do we do about the problems of capitalization of small busi-
ness to promote their development and help them ?

Mr. Greexspax. Well, in general, Congresswoman Heckler, small
businesses tend to be more vulnerable to economic changes. There is no
question that the earnings of small business are more highly violative.
In one respect, small business would benefit most by a substantial
economic recovery, because they will find that credit eases for them
more rapidly than for the larger, more stable corporations, and they
will find that their sales will probably tend to do better and certainly
their earnings will do better. We have, as you know, proposed lower-
ing the tax rate for smaller businesses. There have been other initia-
tives by the President with respect to estate taxes, which endeavor
to keep small business in family hands and not become part of the
larger

ﬁepresentative Hrcrrer. Yes, but what about their capital needs?

Mr. Greexspan. Well, in the most general way, the capital needs
will respond in the same way as for the entire economy. They will
do far better from the capital side, both credit and equity capital,
as the economy improves. And I think it is all the more reason why
a durable, lasting recovery is essential. And I think we should recog-
nize that that sort of change is apt to do far more for small business
than any list of particular programs.

Mr. Marerer, Cowd I just add to that? I think one of the sugges-
tions that we made about the mix of monetary and fiscal policies is
particularly appropriate here. Because as we know, to the extent that
there is credit rationing in capital markets, it is usually the small
business that loses the money first and the large company can nor-
mally get the funds. And one of the things that we have been quite
concerned about is the degree of balance in our macroeconomic
policies.

And what we have seen and what we have done is rely very much
on’ a consumption-oriented fiscal policy stimulation, as opposed to
monetary policy. I think one of the things we have been very con-
cerned about is whether that is an appropriate policy for the long
run, both because we want to encourage capital formulation in gen-
eral for a variety of reasons and because, I think, we would like to
‘have funds available for small businesses. If the Government deficits
don’t decline rapidly, as the recovery proceeds, then the savings that
are necessary to insure a proper rate of capital formation, and par-
‘ticularly true in the case of small businesses, Congresswoman, is go-
ing to be preempted, and I think also if we were able to get the bud-
get under control, we would be able to pursue any degree of monetary
policy with less inflationary risks than would be the case if we had
a very expansionary fiscal policy.

So. T think to the extent that we are able to reduce the growth of
the Federal outlays, I think it is very likely that we would have
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quite a bit easier credit condition and I think that disproportionately
small businesses would benefit from that. Because as I said earlier,
they are typically the first to be rationed out when we do have a
problem.

Representative HeckLErR. What you are giving us is a general an-
swer. You are, in a sense, rejecting the needs of special constituencies
within the economy and your answer is that the general development
of economic stability and strength is the answer to everyone, and
there should not be specific answers for special sectors. Is that right?

Mr. Greexspan. No, the answer is that when you have specific
programs which actually do introduce something of a lasting nature
and really work, they should be done. It is important, though, to get
a sense of balance and relative contributions as a solution to the
problem. _

When you begin to look at the effects of various different pro-
grams, it 1s very clear that the preponderant influence in each situa-
tion would stem from the recovery of the economy. We are likely to
do a disservice in our policy analysis and to our general policy stance
by failing to recognize that. I think that at that point, when you
realize that incredible impact of a viable, sound, and solid recovery
on, say, small business you tend, as you should, to put most of your
emphasis on that. You also look at other particular types of supple-
mental programs, but always, in most cases, your programs must be
focused in a manner in which you do not, in the process, undercut
the long-term solution for the economy as a whole.

I will say this as emphatically as I can because I do not believe
that we will have another chance, if we botch this one. If we reignite
inflationary forces, through hasty and immoderate economic policy
actions, if we introduce a new set of instabilities and inflationary
forces In our economy, we are going to find the disruptions and the
problems which we cause will dwarf the very difficult problems we
have even now.

I say this because in looking at the costs and benefits of a variety
of programs, I believe that we are reaching the point where the
American economy may not have the capacity of absorbing the costs
of many of the disabling policies which we have adopted and ex-
pended. We were able to do it for years because the underlying inher-
ent strength of our economic system was sufficient to absorb an awful
lot of abuse from the policy side. And it kept coming back. And it
has come back again. Perhaps it came back a little less rapidly than
we would like. Perhaps the vitality of the recovery is less than we
would like. But, one senses the dynamics are still there. What con-
cerns me is another type of massive dislocation would further reduce
the underlying strength and vitality of our economic system.

Mr. MacAvoy. Perhaps I could add a particular point?

There is another area of concern for small business in this recovery
period, which has a little more of a long-run aspect. In the last 5
years, three massive Federal regulatory programs have begun to
affect the small business sector: The environmental protection pro-
grams have spread to the small corporations; the occupational safety
and health programs determine, for the first time, that small corpo-



42

rations would be subject to mandatory physical standards, to visits
by surveillance officers, and to fines and penalties, which had previ-
ously been relegated to certain public utility corporations in the eco-
nomy. The development of product vialibility regulation in this eco-
nomy, manifiested in the Consumer Product Safety Commission, at
the Federal level, but by many other Commissions and rules and
regulations at the State and local levels, impacted the business sector
on the product side as heavily as OSHA and EPA on the cost side.
These conditions worked strongly against small corporations. The
continued very strong antagonistic imposition of these complex,
detailed, legal rules—requiring the help of experts in engineering
and law—will have a strong, negative impact on the growth of the
smaller corporation. We have seen this most evidently in Massachu-
setts in the substantial decline in the formation and growth of new
technical enterprises, started by engineers and scientists out of inven-
tions out of university laboratories.

Representative Heckrer. Still, the fact is that the capital require-
ments of small business have not been met, which was my basic
question.

Representative Brow~ of Ohio. Would you yield on that point?
I want to give you a specific example. In the printing industry
when OSHA was created, you were obliged to ged rid of all the
papercutting equipment that you previously had in the shop, no
matter how big or small you were. The reason is that the Federal
Government, through an industry organization, decided that any
equipment made up to that point was no longer safe. So, everybody
had to buy new papercutting equipment. Now, what about the capi-
tal requirements. If you didn’t have the money, you went to the
bank and borrowed it for that purpose. You didn’t create any addi-
tional profit for yourself, or any additional income, because you
had already been cutting the paper in a different way, although
apparently not safely. You were just putting more money into your
business to do exactly the same kind of thing. There are the same
kind of requirements in the environmental protection arrangement,
too. It made a lot of money for somebody in the paper industry, but
it was the Federal Government telling the small businessman how
he should use his capital and telling him he had to get some capital
for this purpose. So, you talk about putting people out of business,
and I know some people who quit on that alone.

Representative Brown of Michigan. Mr. Greenspan, there is a
phenomenon occurring, it seems to me, that contradicts the very
basic concept of the free enterprise system. It always seems to me
we have argued that supply and demand really constitute or provide
a price discipline in the marketplace. But, today, we have a serious
lack of total utilization of plant capacity, yet prices stay high and
there is low demand. It seems to me that consumer purchasing in-
activity or reluctance compounds itself, as that attitude becomes
more apparent. There are low sales in many areas. Instead of re;
ducing prices to increase demand, et cetera, it seems that sellers in-
crease prices so as to protect their bottom line. Now, do you have
any comment with respect to that phenomenon, or am I not correct
in my analysis?
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Mr. Greexspan. No, I think your analysis is correct as far as the
facts are concerned. It is not easy to know precisely what the inter-
actions are.

But, one thing that has occurred is an increase in the required
rates of return on investment to modernize and expand facilities.
In part, it has occurred because of the uncertainties and the instabili-
ties that have evolved in our economy in recent years; and in part
it is the result of a number of the regulatory processes, which we
related to you before. The net result of these uncertainties which we
have generated is to require a higher rate of return to bring on new
facilities.

Now that translates into a higher basic, underlying equilibrium
price in an industry. In a number of other countries, where there
were great political instabilities, one used to find extraordinarily
high profit bases largely because nobody would invest without cor-
responding high returns. In the United States we were able to
create vast amounts of capital and facilities at relatively low profits.
People were willing to come forth and invest because of the cer-
tainty of stability in our system. Now, we have lost that. And part
of the problem 1s that we have raised the general level of price
inflation.

Fortunately, some of the recent evidence does suggest at this
stage that some of the uncertainties are beginning to unwind. We
are getting far more satisfactory price responses now than we did
6 or 9 months ago, when the rate of capacity utilization was even
less than it is now. In other words, we are beginning to unwind the
inflationary unbalances. And hopefully, we will continue to get a
set of disinflationary forces which will allow inflation to simmer
down slightly further and that this process will continue to impact
the decisionmaking process.

And I think, incidentally, we have seen in the last several months,
gome very evident changes in attitudes about future inflation. It is
reflecting itself in the structure of interest rates and in the bond
market. %t is reflecting itself in the stock markets. And I think this
is a very salutory change, which, as long as we do not embark on
policies which reignite inflationary forces, may be a precursor of
new views toward capital investment. If we manage to avoid inflation
and policies which add to inflation expectation, I think we may re-
store balance to our system faster than any of us are now forecasting.

Chairman HuMparey. Mr. Greenspan, I interrupt because I must
o, and I am going to turn the meeting over to Senator Proxmire,
who has joined us. We regrettably have a number of votes in the
Senate and it is necessary for me to leave very shortly. I want to
ask Senator Proxmire if I might make one or two comments.

The last thing you said to me indicates why some of the mistakes
have been made in the past. You said the truth; namely, that when
you get your plant capacity in greater use, you lower unit costs.
That has an anti-inflationary effect. That is exactly what some of
us have been giving as a reason why we ought to have an easier
money policy. At the very time they were tightening up the money,
which kept plant capacity down, they were adding to the inflation.

74-582—T76—pt. 1——4
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I happen to believe that recession is the new fuel for inflation. It
is the fuel alternative we have today. I just wanted to make my
statement, and you can respond, because I think you have disproved,
by your most sincere and truthful statement of today, Mr. Green-
‘span, some of the actions of the past, because we always used to
hear that if we generate too much activity, it is going to cause more
inflation. Now, we’ve got more activity than in the last 16 months
and less inflation. You brought down unemployment 1 percent, and
you’ve still got less inflation. So, I think you are on the right course.
Now, if you just stick with it, I think we are going on the right
course.

I want to say something to Mr. MacAvoy. I have listened today
to what I consider to be the scenario of the worst possible ¢ircum-
stances for the creation of public jobs. Now, I am not one that
believes that public jobs are the answer to our recession. I believe
that they are just essential to give people something to do to pre-
serve a worth ethic, to get some service, to get something from
people that get paid, that get a check one way or the other. I do
not believe in just handouts. I was the mayor of a city in which we
had public funds that came to us, and I didn’t displace my workers.
Let me give you an example. ’

The city of Minneapolis and St. Paul has had to reduce their
snow-removal budget at a time of great snows. The reason we had to
reduce the budget was because tax revenues were down and welfare
costs and other costs were up, in Henderson County and Ramsey
County. Now, are you going to tell me if we get some public service
jobs out there, that we are going to lay off more people from snow
removal? They may do it in Ipswich, Mister, but not out my way.
I can tell you the people are damn mad that the snow isn’t removed
from in front of their homes, that they want trucks out there, and
they want the snow removed. The city is desperately in need of
manpower resources or financial resources to hire manpower.

Now, about the Forest Service. If the Forest Service isn’t smart
enough to put 5,000 or 10,000 men and women to work in the forest
within 3 months, they ought to be fired, the whole bunch of them.
We don’t have to have a sociological evaluation and get all of the
psychiatrists and psychologists and sociologists in on it. We just
need somebody who knows how to hire and fire and to meet a payroll.

The Forest Service is 15 years behind in reforestation. Now, you
really don’t have to be college trained to plant a tree. You can go
out there with some supervision, and the trees can be planted, and
the forests cleaned up and the rivers cleaned. There are all kinds
of things that can be done.

But, we’ve really got to get going. I think Congress has.aided and
abetted the problems. You've got the CETA program, with one kind
of section and another kind of section, but I am a very plain and
ordinary fellow: Just put people to work. Just take people out and
give them a job to do.

I don’t believe all this scenario that I have been hearing. I grant
you there is a limit to what you can do in public service jobs, but
we proposed, in our 1975 Midyear Report, a structure for an emergency
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jobs program. I hope you analyzed it. If you have, I want your anal-
ysisin writing. o :

Second, I want your analysis of the public jobs program produced
by the Congressional Budget Office in the fall. I want to hear what
it is. You said you analyzed all of them. I want to know why you
think that is too expensive. I want to know why you think we can’t
have a flexible emergency public works programs that comes 1n
and goes out. There 1sn’t a city in America who doesn’t have need
of street and curb and gutter cleaning. There isn’t a city in America
that doesn’t have waste disposal problems. I can give you enough
work in Washington to do to keep you busy for many years. Right
down from the Capitol down at M Street and right down New
Jersey Avenue, you can see that it is filthy. It is loaded with debris.
You don’t have to be a college worker to be able to clean that up.

Now, isn’t that better, to give them something to do, than to just
line up these people at an office here across the street in Northwest
for their food stamps or whatever? You just go over and have a look
at them and see them lined up every day waiting for their stamps
or something. Now, I happen to believe these people ought to have
a job. I think they will be able to buy their food if they get that job.
I know it is not easy. I am not trying to solve all the problems with
a public works program. I just think we have alternatives here.
" Representative Browx of Ohio. Could we make them work to get
their stamps, Senator?

Chairman Humparey. Yes, I think so. May I say they are not
lazy. People, given a chance, will work. But, if we aren’t smart
enough to even figure out how to empty a wastepaper basket, then
there is something wrong. I know that is a dramatic exaggeration.
But, I can tell you this: Once we were able to do it. :

I am of an age that goes back to the Great Depression. We didn’t
have trouble with our CCC. They went to work and they went out
and cleaned up and did other jobs. We did have work programs.
Today, there are a lot of people who think we need some more of
them, and 1 am one of them.

Finally, I would just like to say on the types of jobs, Mr. Green-
span, we have shops where we train people to go into the private
soctor. I think that Congresswoman Heckler, in her questioning
here, brought out the possibility of the use of special concessions
to create jobs. I think that ought to be really looked at. I will be
frank with you. I have often thought that if a company had, let
us say, 100 employees on an average over a 3-year period, and if
that company would be willing to step in and hire 10 more people
off the welfare rolls, I am willing to give that company a tax con-
cession. I am willing to experiment with it. I don’t know whether it
is the answer, but I will tell you one thing: You haven’t got an
answer, except to wait. I think if you don’t have an answer except
to wait, then you ought to experiment with some other answers.
When I hear that it costs $90,000 to create a $9,000 job, that only
tells me one thing; that anybody that can goof up something that
much ought to quit. We can’t afford that. We ought to be able to
create an $8,000 or $10,000 job. And if you have to pay 5 percent for
overhead, or 10 percent for overhead, that is reasonable.
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T will say, also, I have hired people, and I do know a little some-
thing about this. I ran a program for the WPA for several years.
I was the mayor of my city, and I know what public employment
is. We didn’t have all of these problems. When did they all come
around ? When did they all gather up? Is it because we goofed it
up this much, really? If it is, then Congress ought to be told about
it, because I am not saying we are not also at fault. But, if you
think we are, give us a specific program and description of why
we ought to clean it up and o .

Mr. Greexspan. Mr. Chairman, we will give you a detailed anal-
ysis, as we see it, of the type of program you are suggesting, the
difficulties involved, and the realistic problems that we confront. I
think it is a simple issue to address.

As I have indicated to Congresswoman Heckler, we have looked
at this type of program that you are suggesting. It looks, on the
surface, to be quite an interesting idea until we started to think
through how the legislation and the regulatory operations, to make
certain that it works, would be written. Qur assessment of the re-
sults under the existing institutional structures that we have now.

Chairman Humpurey. Existing institutional structures. You said
it

Mr. GreenspaN. I meant it in a very broad way. I mean, for
example, the types of ways in which State and local governments
function. Now, we did have, as one of our early proposals, the concept
of a project type of public service employment. A project-oriented
type of program for jobs would tend to phase out as the particular
projects were completed. But even so there are some real problems, at
least for me, when one visualizes the type of difficulties involved in
putting workers at the State and local levels into the project-oriented
type of program.

As for the typical public service type of proposal, it is not strictly
the inadequacy of the people to oversee these programs. It is very
difficalt to determine or insure that when somebody leaves for normal
reasons, that the vacant job does not get filled with a person funded
by public service employment, and so that is one problem you can
see. You just have no way of knowing whether the slot would be
filled from other means if the public service employment program
were not there. There are just very fundamental difficulties that
can be handled only under a certain type of batch or project-oriented
program. And when you begin to look at that approach, you will
find—in fact, as the Congress has found—a great deal of problems
with that approach as Wgﬁ. :

I will try to lay out for you, Mr. Chairman, the concerns we have
with this type of program and our analysis.

Chairman Humparey. And would you also lay out what you intend
to do with the 7 million people out of work, except just to pay them?

Mr. Greensean. Qur approach is to get them back to work as
quickly as possible.

Chairman Humerrey. Now you and I know—and there isn’t a
businessman you can meet with, Mr. Greenspan, or any person in
the financial industry or financial institutions that wouldn’t tell

1The Councﬂ_’s response, p. 26, evaluates existing employment programs, but does not
giscusg ethe Joint Economic Committee’'s 1975 proposal referred to above by Senator
umphrey.
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you that after every recession there is a higher threshold of what
is long-term unemployables, or unemployed people.

Mr. Greexspax. I might say I do not believe that is correct.

Chairman HumpHREY. Well, you can deny it, but the facts prove
to the contrary. That is No. 1. .

No. 2, they ‘are hard to employ, and it is going to take at least
an 8 or 9 percent growth rate to get those people back. You don’t see
an 8 to 9 percent growth rate, at least for the foreseeable future, 1s
that right? .

Mr. Greexspan. Well, I wouldn’t rule it out. I don’t think that
is either the best forecast today or something, which if it occurs,
can be sustained. But I would not say, absolutely, categorically, that
the probability of that kind of growth is zero. It is a small possi-
bility, but it is not zero.

Chairman Humerrey. All I can come out with is that we are
just throwing up our hands now, and saying “I am sorry” to a great
number of people. Well, I will come back and talk to you, sometime.
If I were a neophyte in this, I could agree with you, but I have
hired people on public employment and put them to work. I ran
the city for 4 years and we put people to work. I was tald we couldn’t
put housing up in my State, but we had to do it and we did it, we
did it in months and not years. So, it can be done. I just don’t buy
this. I really don’t buy it. :

Mr. GREENSPAN. WZ, don’t have enough Mayor Humphreys.

Chairman Humeuarey. Well, you give the Mayors the money, and
they will work it out. I will turn it over to you, Senator Proxmire.

Representative Browx of Michigan. I have a few comments to
make to respond to the Chair’s statements.

Senator ProxmIRE. Go ahead.

Representative Brown of Michigan. Insofar as work requirements
for receipt of public assistance, as far as local funds are concerned,
there can’t be great working requirements imposed in Michigan,
but, of course, it was the Congress who imposed the nonwork pro-
gram as a condition of public assistance.

Chairman Huxrnurey. I agree with you, and I think we ought to
change that.

Representative Browx of Michigan. Okay. Second, on the tax
credit for jobs, you will recall the Senate passed the $2,000 new
home purchase credit and we thought that was not an inappropriate
price to pay to be able to encourage the purchase of new homes, But,
the statistics show that for every new home sold because of that
credit, three would have been purchased anyway, so the cost was
not. $2,000, but about $8,000 per new homes, I think the new jobs
credit ought to be examined 1n that light.

Senator Proxmme. Well, welcome Mr. Chairman and gentlemen.
I think it is the first time since I have been attending these hearings
that all three of you have been here together. I think it is very
fgg']midable and impressive council. I think you are men of great
ability.

I would like to ask some questions about the inflation situation,
and what the administration 1s really doing about it. Certainly, the
standard way of meeting inflation, of beating inflation is through
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fiscal and monetary policy. I think this has been thoughtfully and
carefully considered by the administration.

But, I am wondering if this is enough in the kind of inflation that
we face? It just doesn’t make any sense at all to have even the level
of inflation we have. It has really improved over what it was a year
ago, of course, and sharply improved. But, nevertheless, it is high.
It is expected to continue at a historically high level through this
year and for some years to come.

There is disturbing evidence that it is going to, perhaps, accel-
erate. A short time ago, and in fact, Sunday, I read an article that
the Dun & Bradstreet people had conducted a survey of 1,471 cor-
porate executives. They found that 59 percent, a sharp increase over
the expectation in the first three quarters of the year, they found
that in the fourth quarter, 59 percent predicted price increases. Now,
in addition, we have the fact that profits are up. Of course, this is
likely to persuade the labor unions, which in a big way are going
to be renegotiating contracts this year, to press for higher settle-
ments. The Teamsters, which will be the first big union off the
mark, as I understand it, in 1976, are going to ask for a very, very
big increase. They will be followed by other unions, such as the
UAW in the fall. It would seem to me that we should have a re-
surgence of inflation in a substantial way, without inflation being
fueled by either monetary or fiscal policies, but by wage settlements,
perhaps by the energy situation, possibly by what might or might
not happen in the crops.

Now, what is the administration doing in respect to this? We do
have an agency; namely, the Council on Wage and Price Stability,
that has been a very quiet agency. If this agency is going to have
any effect, it should speak out, it should call attention to wage and
price increases that are not justified, and focus as much attention
on it as possible and get some results. What is the administration
doing in this respect? This is a very quiet agency, and has a weak
staff, staffwise. It only has some 25 professional staff members, so
what is the administration’s answer to the inflationary elements in
the economy that are likely to come through and that are not re-
lated to fiscal and monetary policy?

_Mr. GreexspaN. Let me first answer some of the broader ques-
tions, Senator, and then turn it over to my colleague, who has been
working with the Council on Wage and Price Stability more di-
rectly than I. :

First of all, in a historical context, we had a rather abrupt de-
cline in the rate of inflation. Part of it has been the result of excel-
lent crops. But, nonetheless, in the industrial areas, there has been
a gradual phasing down. It is slow. It is taking a while. It doesn’t
happen quickly. But, we are gradually unwinding this inflation
and the inflationary psychology which is built into the decisionmaking
process. I think we are seeing this, in part, in the interest-rate struc-
ture, which is another way of looking at it.

~What I think we are seeing is a change in our longer-term expecta-
tions at this stage, Senator. The reason we do project a marked
further decline, in 1977, is because of a cyclical adjustment to a
downward trend. That is to say, our projections that inflation will
unwind further in this manner, is being offset to some extent by
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the cyclical upturn, which things being equal, tends to put some
upward pressure on prices. It is for cyclical reasons, Senator, that
we have this kind of forecast.

We are, in effect, saying that in 1977, adjusted for cyclical factors
the inflationary rate will be less than the rate of 1976. Now, part
of the problem in 1976, as you correctly pointed out, is that we are
moving into a major collective bargaining cycle. There are a large
number of workers this year who, in the course of the collective
bargaining agreement which will be negotiated, will move from
what we call the tail-end of a new existing 3-year package, to a first-
year settlement, which is likely to be in the area of 10 percent. Now,
other things being equal, this will tend to raise the wage base.

Senator Proxmire. As I understand it, and Mr. Shiskin just told
me a few minutes ago in the Appropriations Committee hearing,
that the average wage settlements last year were about 10 percent.
And because of the front-end load factor that you are referring to
here, it would seem to me we could possibly expect more substantial
wage Increases in 1976 than 10 percent. If we do that, wouldn’t that
have a direct, explicit, predictable inflationary effect?

Mr. GreenspaN. There is no doubt that of the 10 million workers
in that particular group that you do add to the total wage-rate in-
creases, 1f those first-year costs go to above 10 percent in any sig-
nificant way.

Senator Proxmire. Let me just interrupt. I am sorry to keep in-
terrupting, but there is something here that I think is critical. And
that is that the administration, I think, has a very skillful new
Secretary of Labor. His job is not going to be to try to achieve
noninflationary wage increases. His job is to get settlements to avoid
strikes, to avoid labor disputes. The input we get from the adminis-
tration to try to achieve noninflationary settlements will come from
the Council on Wage and Price Stability. Which, as I say, it seems
to be a Council that is very feebly staffed with only 25 professional
people and 12 of them will be working on the governmental infla-
tionary element and so will not really be able to focus the attention
of the President and Congress and the country on the inflationary
consequences of the settlements that will be coming up in the next
year. -

Mr. Greexsean., Well, Senator, I think since my colleague has
been working quite closely with me. I think I will yield to him to
respond to the questioning.

Representative Browx of Ohio. Mr. Greenspan, would you yield
for one comment? Would you please, in your-response, fold-in this

uestion, because-I think it is 1implicit in Senator Proxmire’s ques-
tion, and that is if we believe in free collective bargaining, this
could go either way. You could have a major strike in one of these
industries, because the industry resists an effort at a 15-percent wage
increase in 1 year, and you could have a depressing effect on the econ-
omy, couldn’t you? I would like to know what the chances of that
are? If we are going to interfere in the collective bargaining process,
I would like to know whether we ought to interfere on the side of
inflation or depression ?

Mr. MacAvoy. The answer is complicaied and depends, in part,
on whether we are talking about wages ‘and prices or particular
industries. But, I feel, in general, that CWPS and CEA cooperate
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closely in terms of analysis and prescriptions for particular indus-
tries where rapid price increases seem to be forthcoming.

We have established a strong nucleus of high-level staff members
that have price watching and anticipation abilities by industry. And
since Mr. Robert Frankel came to CWPS from MIT, we have a
system in operation for early detection and anticipation of price
changes in the industrial sector.

Senator Proxyire. How do you explain or justify——

Mr. MacAvoy. And Mr. Miller and the others are all as good as
anybody in this Government in terms of price and wage analysis.

Senator Proxzrre. I don’t deny their ability and their effort, but
the results seem to be discouraging.

Mr. MacAvoy. Perhaps we should look at what we have done in
three or four of these areas. In the last year, the administration has
taken a strong leadership role in the development of domestic and
trade policies with respect to agriculture. The domestic supply and
price situation is far better right now than for some time. Food
prices did not fuel inflation this last summer, and yet agricultural
experts have made very real contributions to our balance of pay-
ments. We made very important first steps in stabilizing the year-
to-year fluctuations in foreign demands, particularly those of the
Soviet Union, on our crops. This greater measure of stability will
allow farmers to add to their supply capacity and will result in
smaller price fluctuations from crop to crop. We have made great
progress on the energy front. The Omnibus Energy bill, the way
we are working out natural gas regulation, are examples. In par-
ticular, I am very concerned with the possibility of continued short-
ages of natural gas being severely inflationary. The bills that are
now working through the House would remove the Federal controls.

So, both on the food and energy side, we are making considerable
progress.

I am sure you are aware of the CWPS studies and investigations
of profit margins in aluminum, of price-cost margins, in the food
industry, and particularly of the very excellent study of the rela-
tionship between grain prices and bread prices.

Senator Proxmire. Let me just interrupt to say I wouldn’t deny
the fact that the action by the Congress and the administration with
respect to energy and the action with respect to smoothing out the
purchases by the Soviet Union of our wheat has been constructive
and useful as far as inflation is concerned. There are other problems
that have been raised that may be more serious, especially in the
energy area, but that is true.

But, in the industrial area, we still get increases in prices, in spite
of the fact that they are operating far below capacity and have
weak demand and heavy unemployment and no economic reason
why prices should be going up. They should be going down, but
they continue to rise.

The latest data we have on the wholesale prices indicates an over-
all drop, strictly because of the fluctuation of food prices. Industrial
prices have continued to go up. They have gone up steadily. Re-
cently, they have gone up steadily, month after month. They con-
tinue to rise. And I don’t see any action that has been taken by the
administration to cope with this.
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CWPS has investigated and criticized pricing in steel and alu-
minum, but what is being done about that? '
Mr. MacAvoy. The results of CWP’s detailed investigation in-
dicates that critical decisions are being made at this time in the
metals industry, involving very substantial increases in investment
in the early 1980%s. If we are going to have adequate capacity for
production” of metals and materials in the early 1980’s, decisions
must be made in the next year or so. Now, these decisions are based
on long-term marginal costs. We discussed this the last time we were
here. Long-term, marginal costs include the costs of capital. If we
do not have price relationships and price expectations that take
accounts of both the out-of-pocket costs, and long-term marginal
costs, we are not going to get that capacity and the pattern of price
investment relationships that appears to be replicated again and
again in the metals area is that the prices are hitched to the long-term
costs. These prices are hitched to the long-term costs of investment
expansion, and those costs have increased appreciably since the last

big round of investment expansion in these industries.

enator ProxMiRe. We had testimony before this committee from
the steel industry that their productivity was such that the umit
wage costs have not increased; that their productivity is sufficient
to overcome the wage-rate increases which they pay. We had testi-
mony that their capital costs seem to have dropped. Their interest
rates have gone down. And certainly, in the last 6 or 7 months, they
are operating well below capacity. Yet, we don’t have any price
reductions.

Mr. MacAvoy. They are making investment decisions now for the
next 5 years.

Representative BrownN of Ohio. Would you yield on that? They
are not making investment decisions, because they have to wait for
the Clean Air Act. They cannot, as I understand that act, make
any investment in new plants until they know whether that Clean
Air Act will allow them to build new capacity.

Mr. MacAvoy. That adds to the problem. The Water Pollution
Act, meeting the best available technology requirements in 1982-83,
that is an important part of the problems as well. To say they are
making these decisions is another way of saying they are balanced
on the cliffs and they are ready to go. The decisions seem to be
characterized by consideration of expected long-term price cost re-
lationships. These seem to have a tendency to be less flexible over
the cycle. But on average, they do not decline or rise faster over
the entire recovery recession cycle than do prices in other industries.
They are phased and the phase is different and we have to recognize
that. And if we go in there with a Sherman Act action, we are be-
ginning another process that takes a decade. These cases are never
decided within a decade. We are still under court jurisdiction in the
Learned Hand decision of 1946 in that industry.

Second, the process adds greatly to the uncertainty. Certainly, it
doesn’t relate in any way to the economic variables that concern you,
Senator Proxmire. It relates to structural barriers, technical condi-
tions, barriers to entry. So, the cases don’t have anything to do with
that. So, that combination of events is not one that I would prescribe
for those industries.
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I remember sitting in President Johnson’s office in 1965 one day
when this very same matter came up. I was a senior staff member
on the Council of Economic Advisers. And he, in his way, which
was unique, tried immediately to get the Assistant Attorney General
for Antitrust on the line. The Assistant Attorney General was in the
Bahamas and could not be reached by phone. President Johnson’s
response was “How can I run a Government when my Assistant
Attorney General for Antitrust is not available by phone.” Well,
that was the correct response, because you do not start and complete
an antitrust action in 1 month, 1, 5, or 10 years, which relates to
the cyclical price performance for aluminum companies in 1965.

Representative Brown of Ohio. May I just observe one example?
In my own district, I visited, within the last 2 weeks, a little steel
company operated independently. They were told they had to im-
prove the quality of the emissions from that plant. That plant em-
ployed some 350 people. The question was, can we find a sucker to
buy us, or shall we close. They found a sucker, because the president
of that plant used to play golf with the head of another major steel
company. I don’t feel I ought to mention the name, because they
did buy them. I think they bought them as much for a personal
favor as anything else. The result is, you’ve got concentration in
the steel industry.

Now, I am pleased with that, because it saves 350 jobs in my
district. Otherwise, we would have had that plant closed. The whole
reason was the Federal Government requirements under the Clean
Air Act. T am not opposing the Clean Air Act. I am just simply
reporting an economic condition that results from congressional leg-
islation. We've got to accept the responsibility for that, one way
or the other.

Now, we can break up that big company that bought the small
plant, but you can bet that they will never buy another little plant
to save 350 jobs, if we decide to take that attitude. Who do we want?
What do we want?

Senator Proxmire. Well, I agree with much of the implications
of what the Congressman from Ohio has said. T think there is a lot
of sense in our recognizing, when we move ahead with environmental
protection, which I favor, and he does, too, that we identify the
economic consequences and that we go into it with our eyes wide
open. We haven’t done that in the past. We ought to do that. We
ought to know what it means to go to almost 100-percent purity,
compared to 90 or 95 percent. I think he makes a lot of sense there.

But, still, it seems to me that a clear, firmly stated antitrust policy
would definitely be a deterrent to price increases, whether it is
taken by the Johnson administration, and I think that the Demo-
cratic administrations have been no better than the Republican
administrations, so it is not partisan and you are right—but there
has been a consistent weakness on the part of our Government to
aggressively enforce the antitrust laws. Furthermore, in the past,
-when President Ford first became President, as I recall, he did
‘speak out against unjustifiable automobile increases. There has been
almost nothing from the administration on price increases in the
last year or so. There has been very little, at least, that I can recall,
yet those price increases have continued. And, in view of the eco-
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nomic situation with unused resources, with unemployment as high
as it is, operating at 75 or 80 percent of capacity or less, it would
seem that jawboning, might very well be effective.

Representative Browx of Michigan. Ford Motor Co. did rollback
their prices, because of the jawboning

Representative Browx of Ohio. It wasn’t jawboning at all. It
was because they couldn’t sell the product.

Representative Brow~ of Michigan. But, it was consequent with
the expressions from the Council.

Senator Prox»are. Well, there may have been one or two inci-
dences, but in view of the very serious inflation problem we have
and the emphasis that the Chairman of the Council rightly puts in
his statement on overcoming inflationary expectations, if we are
going to move ahead, and the economy is golng to go, it seems to
me this kind of action on the part of the President would be most
constructive and helpful. »

Now, an occasional reminder, well, not an occasional reminder, but
a consistent reminder to Ford Motor and others, a consistent policy
of going after all of these companies when they get out of line with
their price increases, may

Mr. MacAvoy. And over the coming year, an area of additional
concern is textiles. That is expected to show the largest rate of in-
creases. Here we fact not just problems of administered prices, but
of fluctuations of raw material, of changes in plant conditions as
capacity realization went down. We have experienced some deteriora-
tion in productivity, and we have large seasonable and cyclical
variations. Now, you can take the approach of focusing on admin-
istered prices or of focusing on those areas with the highest forecast
rates of price increases and you will get two entirely different situ-
ations. It is not clear that working with either one would be de-
flationary in the sense of moving us to a higher level of capacity
utilization, higher levels of employment, and constant margins.

Senator Proxmire. May I ask you—

Representative Browx of Ohio. Senator Proxmire, first, would
you yield again on that?

Now, you discussed the automobile industry and the fiber industry,
of which an increasing amount is synthetic not natural fiber. I had
occasion to meet this morning with the rest of the Ohio delegation,
because we have a certain amount of the chemical industry that
produces synthetic fibers and their concern was that the Toxic Sub-
stances Act—and of course you use toxic substances to produce syn-
thetic fibers—and their concern was that if you are obliged to have
a one-half million dollar protocol that proves that some new sub-
stances Act—and of course you use toxic substances to produce syn-
are going to push a $5 million chemical industry out of business.
You are going to close down small business. We had that question
raised this morning. You are going to concentrate the industry into
the hands of larger companies. Another thing was, that unless they
have some charitable organization that contributes to this kind of
protocol testing, you are going to raise the price of the product.

So, there are two questions we ask about.

Now let us consider the automobile industry. We just passed the
Oil Policy Act, which you referenced in your testimony a few min-
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utes ago, and the Congressman dated full efficiency by 1985. No-
body, at this point, this morning, knows how we are going to ac-
complish that in the automobile industry. Congress, in its wisdom,
once again has probably added to the price of an automobile that in
all likelihood will be made not out of steel, but out of plastic, be-
cause they can’t make it out of steel and get those fuel efficiency
levels under any system that we know of. That is going to kick the
living daylights out of the steel industry in my State of Ohio. If it
is going to make these automobiles a lot less fuel consuming, that is
wonderful. But will it make it safer? If you hit a telephone pole
with one of those plastic automobiles and the automobile falls
apart, the driver will, too, because he will be about 3 inches deep
into the telephone pole.

The point of it 1s that we, in the Congress, are responsible for
concerns that we are laying at the foot of private industry. The
Council of Economic Advisors and the administration is saying that
is silly. It is saying let us be honest, at least, and say who is re-
sponsible for what we have done to raise the cost of man-made fibers
and to raise the cost of automobiles.

Senator Proxmire. Could I just mention one thing? Congressman
Gary Brown called this to my attention, and I should have followed
up on it. And that is that CWPS, as you pointed out and I think
very properly pointed out, is made up of very admirable people,
but there are too few of them. And they need more authority than
they have. They do have subpena power. The difficulty is they don’t
concentrate on problems before they occur. Right now, we know we
are going to be faced with a big inflationary push, or have the
prospect of a big inflationary push from wage settlements.

I am afraid we will get an historical analysis of this next year.
That may be useful to people reading it 10 years from now, but
what we need is not an analysis. It is some kind of a policy now
that would put us in a position to do something in restraining what
may be the big inflationary event or events of 1976: Wage settle-
ments that are going to push up prices.

Mr. GreenspaN. Senator Proxmire, as I recall, there is a study
just released by the Council on Wage and Price Stability outlining
the underlying elements in a number of these particular contracts
and the implications with respect to the future. Now, it is obvious
that there is a certain restraint on what can and should be said in a
written document pertaining to pending collective bargaining agree-
ments. But, I would indicate to you that they are, as I well know,
fully aware of what is going on and the implications of it.

Senator Proxaure. I am glad to hear that. We would certainly
like to have it. As Congressman Brown says, it must be under a
bushel, because——

Mr. GreenspanN. Well, as T understand it, it is published and——

Senator Proxmire. Well, it hasn’t been given wide attention.

Mr. GreexspaN. We do have a copy, and it looks like an official
externally available publication and we will undoubtedly get a
copy to you.

Mr. MacAvoy. May I make a comment, in line with Representa-
tive Brown’s remarks of a few moments ago?

CWPS does now spend half of its time and effort and energy on
taking part in ongoing Government procedures in an attempt to
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reduce the spread of inflationary price increases generated by regu-
lations.

Senator Proxmire. Including environmental regulations of the
kind

Mr. MacAvoy. Now, they attempted to examine early-on those
that might be leading to price increases. Their activities, most re-
cently, have centered on the Consumer Products Safety Commission,
because CPSC findings have been closest to the consumer. They took
a major position against the 50 to 100 percent increase in the price
of lawnmowers that is generated by CPSC’s requirements. They
have worked diligently in the transportation equipment industry.
They have had a great deal to do with the turnaround of the early
decisions of the Highway Safety Board on requiring computerized
$150,000 truck rigs. The activities are difficult to assess in any quan-
tative fashion, because they analyze and resist regulation which
would increase prices.

I believe first and personally they have had some effect in the
last year, the effort is new, and it is going to be next year or the
vear afterward where they will really begin to have some price re-
straining effects.

Senator Proxmire. I realize the time is very late, but I will just
take a couple of minutes. I do want to ask some questions on one
particular area, and that is monetary policy. The administration’s
most widely publicized economic initiative is, I suppose, in the
budget, the $394.2 billion budget, which is regarded as a restraining
change from what we have had in the past, at the very least. And 1
support that. In fact, I think it should be lower.

But, I think if you are going to make that realistic in the kind
of economy we are in, we ought to have a stimulating monetary
policy. Now, as you know, for the last 6 months we have had an
mcrease in the money supply at about a 2.3 percent rate. Over the
last year, it has been below the goals set by the Chairman of the
Federal Reserve Board. In spite of that, we have had a drop in
interest rates. Now, doesn’t this suggest that the rcovery is weak,
is weaker than perhaps would seem superficially? There doesn’t
seem to be much demand with interest rates falling. And in spite
of the drop in money supply, the only way, it seems to me, that
makes sense is that the demand for money is also dropping and——

Mr. GreeNspaN. I will let my colleague answer that.

Mr. Mackrern. First of all, let me say, Senator, I would certainly
agree with you entirely that this kind of shift, to the extent that
we are able to get some rein on the budget, would in fact permit a
more expansive monetary policy with less fear of inflationary conse-
quences. It would loosen the capital markets. It would facilitate
investment. And I believe it would have some very beneficial effects
on the economy.

The question, however, of an appropriate monetary policy, of
what it 1s, and whether in fact the monetary policy we have had in
the last 6 months can be characterized as tight or easy, is in fact, a
very difficult and very complicated one. As you said in your re-
marks, interest rates have fallen. And it is highly unusual for in-
terest rates to fall during a vigorous recovery such as we have had
during the last two quarters of last year. The reasons, I think, are
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precisely the ones that you have suggested; namely, that there may
be something that has happened to the demand for money or more
generally there may well be some fundamental kinds of things that
have happened in the economy that have changed the general rela-
tionship between money and other economic variables. Technological
changes, if you wish, have taken place which enable us to get along
with much felzss money, and therefore, makes a monetary policy with
a particular rate of growth of the monetary aggregates, in fact,
more expansionary than it may appear.

Senator Prox»ire. Let me just interrupt at this point to say that
one of the most desirable effects in getting the economy to grow,
two of the most desirable effects to get it to grow in times of falling
interest rates are in persuading business to invest more money in
equipment—and that does not seem to be developing. As the Chair-
man indicates in his statement, the prospects are that that won’t
increase that it will decrease during the coming year, although he
thinks there may be a change, with higher profits—and the other
is housing, where he expects to have a higher increase and much bet-
ter than anybody else expects.

But still, on a historical basis, it would be a low number of housing
starts, and I see nothing in your statement, Mr. Greenspan, indicat-
ing that increase would be fueled by a significant fall in mortgage
interest rates. What I am saying is the function that lower interest
rates should be performing; namely, stimulating economic activity
just doesn’t seem to be there, either in housing or in business invest-
ment.

Mr. GreenspaN. I am not sure that is true. I think one of the
reasons we are getting low interest rates, at a time of low monetary
growth and a rapidly expanding economy, is because I think infla-
tion is beginning to fall. The level of interest rates has not been
unreasonable in view of the substantial and seemingly intransigent
inflation rates. Another piece of evidence is the stock market which
has reflected the same type of phenomena. It may well be that what
we are looking at now, however, are the very first signs that the
inflation psychology is beginning to break. And if that is, in fact,
happening that is a most important force which will move the
economy upward.

Senator Proxamire. And yet, you have this reflection from the Dun
& Bradstreet survey that a very large number of executives—and
that is a tremendous sampling of 1,400 executives—and almost 60
percent now expect price increases. They are talking about their
own prices.

Mr. Greenspan. Yes, I am not certain

Senator Proxyire. Where they know what is going to happen.

Mr. Greexspan. I must say I have seen some of the results of
that survey in the past. And on some occasions it has been ac-
curate, on some it has not.

There is a big difference between what corporations plan on price
increases and what they actually do. I have seen many examples
of price increases planned 2 months in advance that never came
about. Market conditions at the time made it impossible to put them
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in place. And if the attempt was made the increase did not stick.
So, I would certainly say that while the evidence that you cite
indicates that the intention is there, past history suggests that the
potential for these increases to be implemented is rather loose. But,
I grant you, we will have to wait and see how that develops.

At this point the behavior of industrial prices is a lot more favor-
able than I think would ordinarily be expected. We are coming out
of a significant inventory liquidation, which ordinarily would depress
prices abnormally. And when inventory liquidation pressures ease,
as they have done, you might expect prices to accelerate.

Senator Proxaire. Not when you are operating so far below ca-

acity.

P Mr}.7 Greexseax. 1 would say even under those conditions, because
it i1s a relative thing which would operate even when you are at low
levels of capacity. You can put that 25 percent idle facilities in
place quickly and in a 2-, 3-, or 6-week plane, the actual operative
capacity may be only, say, only three or four points higher. Those
capacity figures we have been talking about are available only after
some period of time, during which you can bring on labor, raw
materials, and other operations. So, that when we think in terms
of the rate of operation, we tend to ignore that it is not immediately
available. Another way of saying they can’t bring those facilities
on that quickly is that backlogs begin to fill up and leadtimes on
deliveries begin to stretch out. And that type of phenomena tends
to increase prices. So, even when you are dealing with subnormal
operations, you still have those price pressures. But even in this
context, I think they have been less than one ordinarily would expect.

Senator Proxare. Well, I could argue with you on that, but let
me ask one final question.

One of the most conspicuous changes in the budget is there is an
increase in real defense spending, while civilian spending is going
down. That represents a shift in priorities, which has been widely
publicized, and we are aware of that part of the debate. But, I
wonder if anybody on the Council has analyzed the economic effects
of that kind of change in priorities, such as possibly the inflationary
effects. One aspect of defense spending is you are not producing
economic goods. If you increase in housing, you are producing more
housing; if you increase spending on manpower training, vou are
getting more skilled people that can go out and work. So you tend
to have both an inflationary effect of spending more money, but
a deflationary effect of increasing the supply. But that is not true
in defense spending. Defense spending is strictly inflationary.

Have you made any analysis of this kind of shift in the budget
to more defense spending?

Mr. Greexspax. Well, Senator, first of all, let me say that it is
certainly true that a small increase is projected in real defense out-
lays in the final 1977 budget. Nonetheless, the share of real national
defense outlays in the total budget is still far below past vears. And
I think we lose sight of the fact

Senator Proxmire. Well, I don’t want to argue with you on mili-
tary strategy. I have a very strong feeling on that, as you may
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have, too. What I am talking about is the change from last year
and the economic aspects.

Ar. Greexseax. The economic aspects, I would say, is impact
largely on the military procurement side. For example, the man-
power costs issue is not relative to this. It is obviously the same sort
of thing .

Senator Proxyire. I understand there is a 7-percent real increase
in the nonpay portion of the military budget?

Mr. GreexspanN. I think that is an obligation. I have forgotten
what the figure was, but I think probably there is a significant—

Senator Proxamre. Oh, I understand. The staff tells me that is in
outlays.

Mr?, GreexspaN. I can’t dispute that, because I don’t have that.
But it does, obviously, affect various basic materials requirements
and the like. But, I might add that the earlier part of this discus-
sion was a discussion talking about creating jobs. And to the extent
that there is a significant increase in materials purchased, it does
affect the materials producing industries, which are operating below
capacity. And while I do agree with you that you get a somewhat
greater inflationary impact, the reason you are getting it is because
of the basic impact on the demand for materials.

Senator Proxmire. Well, do you have an analysis of this kind, or
is this kind of off the top of your head?

Mr. Greexspan. No, this is basically on the basis of numerous
analyses that have occurred over the years. As you well know, Sen-
ator, the differential impact multiplier for various types of defense
outlays has been extensively examined in the past and we know of
no reasons why those conclusions do not still apply.

Senator Proxmire. Thank you.

Representative Brow~ of Michigan. Just an observation. It seems
to me, when you consider the President’s budget and our looking
at the defense versus nondefense portions, that you’ve almost got
to feed in the extra tax reduction. Because if you are looking at
actual dollars, as you seem to be with respect to the defense budget,
those things are negative expenditures, I guess, for negative receipts.
And it seems to me, therefore, your proportions change as you look
at the total budget and what is contemplated by the budget. I think
we tend to oversimplify these things, but just looking at the figures
you see that.

Just one further thing, on the problem of monetary growth. Now,
do not really feel that when you look at M, and M., et cetera, that
you really have a handle on the money supply situation, in view
of the tremendous change in philosophy, and the things that are
not encompassed in the M, and M.?

Mr. MavgreL. No, sir; I would agree with you entirely. I think
we do not have a handle. One must recognize the kinds of changes
that have taken place in some places, such as the so-called NOW
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accounts, where one can use a savings account essentially as a check-
ing account. We have the liquid assets mutual funds, which occur
in none of the M’s now. This is where an individual can buy a share
of mutual funds or invest in certificates of deposit and commercial
paper and so forth, and can actually, in many cases, write checks
against the liquid assets mutual fund 1n the sene that you can have
it go right into a checking account and then write checks on the
checking account. Well, again, this is a way in which one can store
money and yet it doesn’t appear in any of the money supply figures.

Since November of last year, corporations have been allowed to
have time deposits of commercial banks. And, in a sense, they can
by telephone, transfer this money into their demand deposits.

Representative Browx of Michigan. They are only talking about
the difference between the M, and M,.

Mr. MacgieL. That is a shift between M, and M,, right, but I
think the point of issue then is one has to be very careful about
talking about any one of the M’s, because these are very large shifts
that have taken place in recent months. And, in some cases, we are
talking about instruments that are not in any of the M’s at all. So,
I think we have to be very careful about taking any specific M and
saying that is the answer, that is the money supply.

Senator Proxmire. Well, that view is hotly disputed by monetary
economists who testified before our Banking Committee in the last
few months, who said that no matter how you dodge and duck, the
fact is that M, does measure significantly the change in the avail-
ability of credit and the availability of money. It is still, by far,
they fell—and I am talking about Mr. Freedman and Mr. Bruner
and a number of other economists that you would recognize as being
very able, and they feel this is the best single measure. And the
difficulty is that all of us in Congress and in the public are pretty
overwhelmed by monetary policy, anyway. Economists have made
it very complicated and confused and difficult. And when we try
to find out exactly what the availability of money is by that one
measure, we're told we have to look at M, through M, through M,
and then you’ve got to throw in some other things.

Representative Browx of Michigan. Mr. Chairman, what I was
saying was not so much that this is not the best indicator that we
have; but rather its significance today, compared with times in the
past, when it hada greater credibility with respect to

Mr. MavsieL. Yes, I think that is exactly the point. The recent
empirical evidence seems to suggest that the demand for money
functions, which we thought had been so terribly stable in the past
have, in fact, been running off significantly. And let me say, I don’t
mean to suggest this is a settled 1ssue, because I think it is not. And
frankly, it is an issue that we are now doing a good deal of work
on at the Council. But, it is definitely the pace that these stable de-
mands for money functions are now very definitely running off and
have been running off since sometime in 1974. :

Senator Proxarrre. Well, gentlemen, thank you very much. The
committee stands recessed.

[Whereupon, at 1:15 p.m., the committee recessed, to reconvene
at 10 a.m., Thursday, January 29, 1976.]
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ConNGress oF THE UNITED STATES,
Joint Economic COMMITTEE,
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The committee met, pursuant to recess, at 10:05 a.m., in room 318,
Russell Senate Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding.

Present: Senators Humphrey, Proxmire, Kennedy and Javits;
and Representatives Bolling, Reuss, Hamilton, Brown of Ohio,
Brown of Michigan, and Rousselot.

Also present: John R. Stark, executive director; Richard F.
Kaufman, general counsel; Loughlin ¥. McHugh, John R. Karlik,
Courtenay %l Slater, William A. Cox, L. Douglas Lee, and Ralph
L. Schlosstein, professional staff members; Michael J. Runde, admin-
istrative assistant; George D. Krumbhaar, Jr., minority counsel;
and M. Catherine Miller, minority economist.

OreNING STATEMENT OF CHATRMAN HuUnMPHREY

Chairman Homparey. This morning ladies and gentlemen, we are
pleased to have as our witness Mr. James T. Lyynn, the Director of the
Office of Management and Budget. And, of course, we will discuss with
Mr. Lynn the President’s budget, his economic proposals for the com-
ing fiscal year. I might say that none of us say it is an easy assignment
to be in charge of a budget presentation. While our questions may
seem pointed, they carry with them always a note o% sympathetic
understanding. So I thought we would preface today’s hearing with
that caveat.

The President has stated, and I think we all agree, that two major
economic problems facing our country today are unemployment
and inflation.

Frankly, I must say that as I view the budget particularly in
terms of its overall outline and categories, this budget addresses
neither of these problems in a significant way. As we examine the
many individual pieces of this proposed budget, the central focus
of our examination should be to determine how each of these many
pieces or line items will affect the major problems of unemployment
and inflation.

T have to say again that the question isn’t whether or not you have
2350 billion or $395 billion or $400 billion or whatever it is. The
question is, What does the budget do to get at the problems that

(61)
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afflict the economy ¢ Obviously we all have our separate approaches.
Some people are deeply concerned about fiscal stimulus because
they are worried that it will reignite or further extend the flames
and the size of inflation.

There are others that are of the opinion that the fiscal stimulus
is necessary and that because of the unused plant capacity, the lack
of demand, that the dangers of inflation due to decreased employ-
ment, are not. nearly as significant as some would paint them.

T think we need fo establish the fact that, in general, this budget
proposal does represent a reduction In Government services. There
are several ways to arrive at this conclusion but the simplest way 1s
to just take a plain look at the figures.

Phe President has said that he is restricting the growth of the
budget to 514 percent. T suggest that this is an overstatement. If
you adjust the total and include the Ex-Im Bank, which was for-
merly excluded by law, and make a comparison on @ year over year
basis, as we normally do, the growth in expenditures proposed in
this budget is about 4 percent.

T wonld like, Mr. Lynn, you to address yourself to that at the
appropriate time. The administration has projected price increases
at about 6 percent. That 2-percent gap means fewer Government
services. T would like to know how this general policy aids in the
fight against inflation and unemployment.

Another way to look at the budget is to compare it to the current
services budget, which by the way was analyzed by the committee
some months ago. Now this was an estimate by your staff, by the
committe’s staff, and by the Congressional Budget Office. And there
seems to be general agreement that we would need to spend some-
thing between $420 and $425 billion In fiscal 1977 to provide the
same level of services as is_in fiscal 1976. Now we are not necessarily
recommending that, but the staff studies by the OMB and the CBO
and the JEC seem to indicate that something in the range of $420
to $425 billion in fiscal 1976 would be required by the same level of
services as in fiscal 1976. If I am in error on that, I would like to
have you correct the record.

This means that the President is proposing a $25- to $30-billion
cut in services. Again, T must ask how this policy aids in the fight
against inflation and unemployment.

Turning to specific proposals made in this budget, I find it is
even more difficult to understand the President’s reasoning when
you look at the twin evils or twin problems of inflation and unem-
ployment. The employment policies as outlined in the budget seem
to me just incredible. You would reduce the summer youth program
by 170.000 jobs and reduce the emergency public service employ-
ment by 260,000 jobs. There are 165,000 people now receiving ex-
tended unemployment compensation benefits and they would be-
come ineligible, and 290,000 would be eliminated from special un-
employment benefits. I would like to know how much the welfare
roles will be increased by the employment policies proposed in this
budget. I want to say that the League of Cities and the Conference
of Mayors and the National Association of County Officials are
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deeply disturbed over the figures and their interpretation of this
aspect of the budget. Because it is very clear that the costs of welfare
are skyrocketing at local levels. In fact they are breaking the back
of many county governments and city governments and posing a
very heavy burden on State governments.

In other words, there is a transfer of costs away from the Federal
to the local with the local governments being compelled to lay off
the employees at the same time the Federal Government is hiring
them under CETA, which to me is just plain stupid. I guess that
is a tough word but it is right. I was in New York City when we
held a learing there and some of my colleagues were there. CETA
had a program to train and employ 16,000 employees as the city
was going to layoff 75,000 employees. That is a sure way to have a
problem.

Last year we spent $9.3 billion on medicaid. This budget proposes
combining medicaid with 15 other programs and spending a total
of $9 billion. I may be in error, and again if I am you must correct
me and our staff because I don’t want our figures to be in error, but
those are my figures.

The increased costs to all elderly patients proposed for medicaid
would far extend the benefits a few would receive from catastrophic
insurance. I might take note of the fact that the category of people
in the American economy that are the poorest of the poor are the
elderly by far. And anything that increases their costs is placing a
burden upon these least able to pay it.

Tightening food stamp administration would reduce the number
of beneficiaries by over 5 million. I can assure you the Committee on
Agriculture and Forestry, which I am privileged to be a member,
is redoing the entire food stamp program. We will be making ap-
propriate changes to tighten it up.

On the tax side, the President has proposed increasing the two
taxes that go directly into employers’ costs of labor; and that is the
social security tax and the unemployment compensation tax. These
two tax increases would largely offset the tax reductions the Presi-
dent has requested—I think about halve the tax reductions that the
President has requested. I would therefore like you to explain to
this committee how increasing wage costs, which surely social secu-
rity tax does, or the unemployment compensation tax, how increasing
these wage costs will help either inflation or unemployment. And 1
mention this particularly at a time of very fragile recovery but
hopefully real recovery.

In summary, Mr. Lynn, I would repeat my original conclusion
that this budget does little or nothing to address the two major
problems facing us today—inflation and unemployment. It may
address itself to the problem of deficit at the Federal level only to
increase costs of Government at the local level, which is nothing
more or less than a Mexican bean game that shifting the bean to the
person who can least afford it and have the least capacity to digest
it. Therefore I look forward to having you show me that these con-
clusions are not well-founded because I think all of us ought to
make sure that we don’t exacerbate our situation.
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Yesterday I had some exchanges with our old friend, Mr. Green-
span, about the jobs. Mr. MacAvoy was here with us and gave us
a dissertation on how it was difficult it was to make a job program
work. T thought about this a lot. In fact I talked to Mr. Greenspan
last night in the pleasant atmosphere of the Press Club. But I just
still can’t figure out why it is so difficult to put people to work.
That always kind of makes me wonder whether we have gotten our-
selves so overorganized that we don’t know what to do. And so
overorganized that we will be finding out we won’t be able to open
a door after awhile.

I know it does not take much time to hire anybody. In our little
business we hired new employees over Christmas. It wasn’t difficult
at all and we just hired them. The only problem we had was filling
out the Government forms. That takes a special accountant. Then
after Christmas we didn’t have any difficulty laying them off. We
didn’t need them. Really it wasn’t a problem. I just don’t under-
stand it. If you are in business, there is no problem at all in it; the
only problem there is is filling out the Government forms. Hum-
phrey Drug, Inc., has no problem at all hiring and firing.

And as mayor of Minneapolis I had no problem at all. T had a
public service employment program, believe it or not, right after
the war when we thought there was the danger of recession and we
didn’t have a problem. We got money in from the city and money
from the county and we just hired and put them right on the gov-
ernment payroll just like that. No problem. After awhile we found
out we didn’t need them all so we let them go. No problem. We had
the same thing with housing. I didn’t have a public housing author-
ity in the city of Minneapolis. I had 8,000 veterans that returned
to my city with no place to live. I just went out and got some trailers
and I went and got some pre-fabs and we put them up. We did it all
in less than 6 months. There wasn’t any problem.

I'm going to ask the Office of Management and Budget to show us
how to put a job program together where you have more people work-
ing on the jobs than you have people preparing the job forms. That is
going to be a real zinger.

Mr. Lynn, I think you are a practical man. I think you can do
it. You and I have had our differences but I have a high regard
for you. And I bet if I turned it over to you and said, “We would
like to employ 500,000 people in the next 9 months,” I bet you would
find a way to do it. I not, give it to the Pentagon. They know how
to put people in the Army. I decided they ought to turn the whole
-Government over to them. There is a reason for it. First, they get
more money than anybody else. Second, they can put more people
to work than anybody else and they don’t overwork them when
they do put them in, so there would be no social strains. Third, they
know how to get the benefits after they have had to work so nobody
would suffer. I would suggest to my colleagues on the committee, if
it doesn’t sound like I am embellishing the military complex, that
we ought to take the social agencies and just do away with them
and turn all this over to the generals and admirals. If you give
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as public service jobs they would get the ships out of the mothballs,
they would get the tanks out of the sandlots, they would get the
uniforms out of the storage houses, they would refurbish the bar-
racks just like that, and we would have them all employed. But
when we get around to OMB and CEA and the social agencies that
we have, everybody is going to collect social security before we ever
get them around to getting them working on getting jobs at least
according to what Paul MacAvoy said yesterday. I didn’t think
about that Pentagon thing until last night and about how quickly
they get people on when they want them. It is amazing. Even if
you don’t register them anymore, they get them just like that. Now
would you like to comment?

STATEMENT OF HON. JAMES T. LYNN, DIRECTOR, OFFICE OF
MANAGEMENT AND BUDGET, ACCOMPANIED BY PAUL H. O’'NEILL,
DEPUTY DIRECTOR; DALE R. McOMBER, ASSISTANT DIRECTOR
FOR BUDGET REVIEW; AND RUDOLPH G. PENNER, DEPUTY
ASSOCIATE DIRECTOR FOR ECONOMIC POLICY

Mr. Lyx~. Mr. Chairman, you have given me pretty good general
questions.

Chairman Humparey. You're so good at it.

Mr. Lyww. It is a little unusual to have the questions come at
the front end rather than as we move along.

Chairman HumpHrey. I thought we would get the relevant testi-
mony.

Mr. Lynw. I would be happy to take the whole agenda and go
right through it. My prepared statement was a little shorter I'm
afraid than yours.

Chairman Humparey. My point was that I was worried that you
weren’t going to get at the essential questions in your prepared
statement.

Mr. Lynw, Mr. Chairman, I think you know

Chairman Humparey. There are lots of teams in Washington
and I want to tell you something: There is nothing like a wide re-
ceiver and a long-range passer with a Hail Mary. [Laughter.]

Mr. Liynw, Yes, sir, I prefer to think that you needed a combina-
tion. And that is usually what makes a victorious team. I think that
is what we have. I think we have a combination of players that
spells victory.

I would ask that my prepared statement be put in the record.

Chairman HuMmpHrEY. Yes.

Mr. Ly~n~. And that President Ford’s budget message be in-
cluded in the record, which is the shortest message I think in a long
time, but I think it is an important one.

Chairman HumpareY. Fine.

[The prepared statement of Mr. Lynn and the budget message
of the President follow:]
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PREPARED STATEMENT OF HoN. JAMES T. LYNN

Mr. Chairman and Members of the Committee, the President has presented
his State of the Union Message. He has also submitted his budget. By these
actions, the President has set before the Congress and the people of America
both his aspirations for our country and his specific proposals to translate
these aspirations into reality.

The President’s Budget Message is very short. But since those four pages
are so crucial to a full understanding of the budget—an understanding of the
President’s views on budget objectives and on the ways budget decisions should
be made—I respectfully request that, rather than my attempting to paraphrase,
the Budget Message be incorporated in the record at this point,

Mr. Chairman, we would be pleased to answer your questions.

BUDGET MESSAGE OF THE PRESIDENT

To the Congress of the United States:

The Budget of the United States is a good roadmap of where we have been,
where we are now, and where we should be going as a people. The budget re-
flects the President’s sense of priorities. It reflects his best judgment of how
we must choose among competing interests. And it reveals his philosophy of
how the public and private spheres should be related.

Accordingly, I have devoted a major portion of my own time over the last
several months to shaping the budget for fiscal year 1977 and laying the
groundwork for the years that follow.

As I see it, the budget has three important dimensions. One is the budget
as an element of our economic policy. The total size of the budget and the deficit
or surplus that results can substantially affect the general health of our eco-
nomy—in a good way or in a bad way. If we try to stimulate the economy
beyond its capacity to respond, it will lead only to a future whirlwind of in-
flation and unemployment.

The budget I am proposing for fiscal year 1977 and the direction I seek for
the future meet the test of responsible fiscal policy. The combination of tax
and spending changes I propose will set us on a course that not only leads to
a balanced budget within three years, but also improves the prospects for the
economy to stay on a growth path that we can sustain. This is not a policy of
the quick fix; it does not hold out the hollow promise that we can wipe out
inflation and unemployment overnight. Instead, it is an honest, realistic policy
—a policy that says we can steadily reduce inflation and unemployment if we
maintain a prudent, balanced approach. This policy has hegun to prove itself
in recent months as we have made substantial headway in pulling out of the
recession and reducing the rate of inflation; it will prove itself decisively if
we stick to it.

A second important dimension of the budget is that it helps to define the
boundaries between responsibilities that we assign to governments and those
that remain in the hands of private institutions and individual citizens.

Over the years, the growth of government has been gradual and uneven, but
the trend is unmistakable. Although the predominant growth has been at the
State and local level, the Federal Govrenment has contributed to the trend
too. We must not continue drifting in the direction of bigger and bigger gov-
ernment. The driving force of our 200-year history has been our private sector.
If we rely on it and nurture it, the economy will continue to grow, providing
new and better choices for our people and the resources necessary to meet our
shared needs. If, instead, we continue to increase government’s share of our
economy, we will have no choice but to raise taxes and will, in the proces«,
dampen further the forces of competition, risk, and reward that have served
us so well. With stagnation of these forces, the issues of the future would sure-
lv be focused on who gets what from an economy of little or no growth rather
than, as it should be, on the use to be made of expanding incomes and resources.

As an important step toward reversing the long-term trend, my budget for
1977 proposes to cut the rate of Federal spending growth, year to year. tn
5.5%—1less than half the average growth rate we have experienced in the last
10 yvears. At the same time, I am proposing further, permanent income tax
reductions so that individuals and business can spend and invest these dollars
instead of having the Federal Government collect and spend them.
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A third important dimension of the budget is the way it sorts out priorities.
In formulating this budget, I have tried to achieve fairness and balance:

Between the taxpayer and those who will benefit by Federal spending;

Between national security and other pressing needs;

Between our own generation and the world we want to leave to our children;

Between those in some need and those most in need;

Between the programs we already have and those we would like to have;

Between aid to individuals and aid to State and local governments;

Between immediate implementation of a good idea and the need to allow
time for transition;

Between the desire to solve our problems quickly and the realization that for
some problems, good solutions will take more time; and

Between Federal control and direction to assure achievement of common
goals and the recognition that State and local governments and individuals
may do as well or better without restraints.

Clearly, one of the highest priorities for our Government is always to secure
the defense of our country. There is no alternative. If we in the Federal Gov-
ernment fail in this responsibility, our other objectives are meaningless.

Accordingly, I am recommending a significant increase in defense spending
for 1977. If in good conscience I could propose less, I would. Great good could
be accomplished with other uses of these dollars. My request is based on a
careful assessment of the international situation and the contingencies we must
be prepared to meet. The amounts I seek will provide the national defense it
now appears we need. We dare not do less. And if our efforts to secure inter-
national arms limitations falter, we will need to do more.

Assuring our Nation’s needs for energy must also be among our highest pri-
orities. My budget gives that priority.

While providing fi lly for our defense and energy needs, I have imposed upon
these budgets the same discipline that I have applied in reviewing other pro-
grams. Savings have been achieved in a number of areas. We cannot tolerate
waste in any program.

In our domestic programs, my objective has been to achieve a balance be-
tween all the things we would like to do and those things we can realistically
afford to do. The hundreds of pages that spell out the details of my program
proposals tell the story, but some examples illustrate the point.

I am proposing that we take steps to address the haunting fear of our elderly
that a prolonged, serious illness could cost them and their children everything
they have, My medicare reform proposal would provide protection against such
catastrophic health costs. No elderly person would have to pay over $500 per
vear for covered hospital or nursing home care, and no more than $250 per vear
for covered physician services. To offset the costs of this additional protection
and to slow down the runaway increases in federally funded medical expenses,
I am recommending adjustments to the medicare program so that within the
new maximums beneficiaries contribute more to the costs of their care than
they do now.

My budget provides a full cost-of-living increase for those receiving social
security or other Federal retirement benefits. We must recognize, however, that
the social security trust fund is becoming depleted. To restore its integrity,
I am asking the Congress to raise social security taxes, effective January 1,
1977, and to adopt certain other reforms of the system. Higher social security
taxes and the other reforms I am proposing may be controversial, but they
are the right thing to do. The American people understand that we must pay
for the things we want. I know that those who are working now want to be
sure that money will be there to pay their benefits when their working days
are OVer.

My budget also proposes that we replace 59 grant programs with broad block
erants in four important areas:

A health block grant that will consolidate medicaid and 15 other health pro-
grams. States will be able to make their own priority choices for use of these
Federal funds to help low-income people with their health needs.

An education block grant that will consolidate 27 grant programs for educa-
tion into a single flexible Federal grant to States, primarily for use in helping
disadvantaged and handicapped children.

A block grant for feeding needy children that will consolidate 15 complex
and overlapping programs. Under existing programs., 700,000 needy children
receive no benefits. Under my prograi, all needy children can be fed, but sub-
sidies for the nonpoor will be eliminated.
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A block grant that will support a community’s social service programs for
the needy. This would be accomplished by removing current requirements un-
necessarily restricting the flexibility of States in providing such services.

These initiatives will result in more equitable distribution of Federal dollars,
and provide greater State discretion and responsibility. All requirements that
States match Federal funds will be eliminated. Such reforms are urgently
needed, but my proposals recognize that they will, in some cases, require a
period of transition.

These are only examples. My budget sets forth many other recommendations.
Some involve new initiatives. Others seek restraint. The American people know
that promises that the Federal Government will do more for them every year
have not been kept. I make no such promises. I offer no such illusion. This
budget does not shrink from hard choices where necessary. Notwithstanding
those hard choices, I believe this budget reflects a forward-looking spirit that
is in keeping with our heritage as we begin our Nation’s third century.

GERALD R. FORD.

JANUARY 21, 1976.

Chairman Humparey. Will you please identify your associates.

Mr. Ly~xN. On my right over here is my right arm Paul O’Neill,
Deputy Director; on my left is what I call control central at OMB,
Dale McOmber, who is Assistant Director for Budget Review; and
on my far left is Rudy Penner who is my Deputy Associate Director
for Economic Policy and works closely with Alan Greenspan and
the Council of Economic Advisers.

Chairman Huaparey. These men should feel free to also respond
to any questions.

Mr. Ly~~, Indeed, yes. I feel very comfortable having them sur-
rounding me.

The initial comment that you made is that the budget addresses
neither of the problems of inflation or jobs. We believe it addresses
them in a very straightforward, honest, effective way. I think what
the President has done is said that we do need to have some stimulus
in the economy at this time, We can’t go from a $76 billion esti-
mated deficit in fiscal 1976 to a balanced budget and expect the
economy to do well under those circumstances. He said in QOctober
of last year that he believed a deficit in the range of $40 billion to
%44 billion made sense. And his budget provides for a deficit of
$43 billion. We are on the way to achievement of a goal of a bal-
anced budget in fiscal year 1979.

Now the key difference between us that emerges from your com-
ments, Mr. Chairman, is that you feel that if there is to be stimulus,
the way that stimulus should be provided, in the main, is by the
Government doing things—by the Government providing jobs, by
the Government putting in this and that program, by the Govern-
ment adding at least enough to cover inflation and spending a least
at current services levels.

We recognize needs as they exist today. We can discuss a little
later the unemployment program. The President’s proposals in that
regard have been up here for over 5 months. It seems to me the
approach that we think is appropriate is a balancing between trying
to take care of the people that are unfortunately unemployed—and
they cover a spectrum of different kinds of people; there is no
monolithic group here, for the unemployed cover the whole spec-
trum—and, on the other hand, using the private sector to provide
the kinds of real rewarding permanent jobs. and jobs with choice.
that we think that the American people want to have.
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Now you mentioned that the President’s budget increases by 5.5
percent and it is somewhat lower if you take out the Export-Import
Bank. I wasn’t clear what else you were taking out to get that
ficure down to about 4 percent. What was it?

Chairman Huspurey. Oh, a year-by-year adjusting for the trans-
ition quarter.

Mr. Ly~w~. Oh, you were adjusting for the transition quarter?

Chairman HumpHREY. Yes.

Mr. Lyxw. I wish you luck in trying to make that adjustment.
We tried to face up to that problem in the Budget in Brief and said
that the increase year to year was 5.5 percent and even less at an
annual rate if the transition quarter is taken into account. But to
try to come up with precise figures when you are dealing with a
transition quarter that has seasonal aspects to it—which any quarter
of the year does both on receipts and expenditures—is extremely
difficult. We certainly will concede that when you take the transition
quarter into account, the annual growth rate is something less than
5.5 percent.

Chairman Humrpurey. You said that at the proper time, Mr.
Lynn, I think. :

Mr. Lyxx. We did say that, as a matter of fact, in the Budget
in Brief, and made that clear.

Chairman Humparey. The figure that stands out is 514 percent.

Mr. Ly~~. And the figure is accurate for the year-over-year
change: Fiscal year 1976 and fiscal year 1977, year over year.

Chairman Homenrey. What do you do with those 3 monthg?

Mr. Lxxw. Counting the 3 months, we say in the Budget in Brief
it is even less, if you take the transition quarter into account, Mr.
Chairman.

Chairman Humrrrey. Could you estimate on that since you made
estimates on everything else?

Mr. Ly~w. I tried, siv. There is no good way of doing it.

Chairman Homparey. We tried and we came up with that rate.

Mr. Ly~nw~, Well, then we will work out numbers with you, and
we will come in with them.

Chairman Humpugrey. That is all right.

[The following information was subsequently supplied for the
record :]

If one assumes that there are no seasonal aberrations that occur in the
transition gquarter, the growth in outlays from fiscal year 1976 to fiscal year
1977—excluding the effect of adding Export-Import Bank outlays to the 1977
outlay total—would be about 4 percent.

Mr. Ly~n~. But going on, it is true that this is a budget that tries
to moderate the growth in the Federal sector. There is no doubt
about that. In fact, it is a pivotal point in the President’s program.
We really do believe that we should start toward getting to a bal-
anced budget in 1979. At the same time we are moderating the
growth in Federal expenditures to make room for tax reductions
in this coming year, and perhaps again within 2 or 3 years. We
really do believe the time has come to start reemphasizing the pri-
vate sector.

You know you mentioned your drug company. I think that is an
excellent example that what really holds back the private sector is, in
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part, governmental regulation. We agree with you totally. And the
private sector is where we want to see those jobs. We want to see
drug companies across American like your family business; we
want to see larger and smaller corporations hiring people; we want
to see the sign go on at the plant gate that says we need more me-
chanies, we need more unskilled labor, we need more women, we
need more men for these jobs. We want that to appear across the
country.

Now we can’t announce a grant or a project when that happens,
but the people get the kinds of jobs that are really important I think.

Now on the current services budget; we never said $423 billion
-was a current services estimate. Qur current services estimates were
Tower. What we said was that $423 billion was our best prediction
s to where the figures would go on a business-as-usual basis by the
'Congress. If you will look at our reconciliation of the figures be-
‘tween our budget estimate and the $428 billion, you will notice,
for example, an item in there of $4 billion for new congressional
programs. So that $423 billion isn’t a current services estimate.

That alone would bring our current services estimate down be-
low $420 billion. Our November estimates were in the $410 to $415
billion range.

Chairman Huyparry. That is the current services?

Mr. L¥~y. Yes, I think the range you said was $420 billion or
€495 billion. And I did want to point out if we were doing a current
services estimate, it would be lower than that.

Now moving on, if I might—you mentioned the public service
employment program. I did note from this morning’s paper that the
House Labor Committee has decided that the right thing to do is
increase that program to 600,000 subsidized jobs. We now provide
for about the same level for the temporary employment assistance
program as was planned for at the early stages of the recession.
And jointly, cooperatively between the Congress and the President,
we do say let’s continue those temporary jobs that are in areas of
high unemployment throughout all of calendar year 1976. And then
we say, beginning in 1977, beginning a year from now, let’s start
phasing them out between January 1 and September 30, 1977; but
not reducing the regular CETA title II programs, which fund
about 50,000 additional jobs.

Senator Javrts. Do you have the number of jobs you are speaking
about? You said, “continuing the number of jobs” but how many?

Mr. Ly~x~. That is about 810,000 in total, sir. That is 260.000
temporary employment assistance jobs (of which 15,000 are in low
unemployment areas) plus 50,000 from title II. Now you made an-
other point, though, that is very interesting and went along with
vour other comments. I agree that it defeats the legislation’s purpose
if State and local governments just lay off people and then rehire
them under the public service employment program. But. let’s Jook
at it from the standpoint of a mayor. If you were there, if you had
fiscal problems, you would still want to continue to have your regu-
lar services. Even though you think there is need for restraint, vou
would certainly push pretty hard to try to get your regular people
picked up under the public service employment program. And
frankly that happens. It happens to a large extent even if there are
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regulations that try to prevent it, regulations about waiting periods
and so on. After a period of time it happens. The longer the pro-
gram is in place, the more you get just a substitution effect. We have
seen that before with public service employment, and we are begin-
ning to see it again. Therefore, public service employment can have
a place, particularly in the early stages of a recession when unem-
ployment is at its worst. But the longer you continue, the more you
get no net job additions. You just don’t. We most surely care about
jobs.
] One of the other things we heard was perhaps we ought to in-
crease the public works program. Well, the fact of the matter is that
the 1977 budget as presented by the President has roughly $614
billion more of public works and public works type investments—
more specifically, of increases in physical assets—by the United
States Government than does the 1976 budget.

Chairman Humparey. Would you give those figures for us?

Mr. Lyxnn. Yes, thy are across a wide range. Let me give you one
example that comes to mind—

Chairman Humparey. Besides prisons.

Mr. Le~w. Yes, besides the prisons is—

Chairman Humparey. And by the way, how much are those going
to cost?

Mr. Ly~w. On the prisons? About $4 million.

Chairman Humparey. That is $4 million for prisons. You are not
talking about garages are you?

Mr. Lyxw. No, sir, we are not.

Chairman HoumpHREY. You can’t build then for $4 million.

Mr. Ly~n. Well, we will check that. :

Chairman Humpurey. My gosh, let’s get with it. How much? You
can’t build a lean-to around town for that much.

Mr. Le~n. That is just first-year outlays, sir. We will be happy
to give you the total dollars to be spent throughout the construction
period. You characterize these as public works and you made a very
good point, Senator. In any public works program where you put
in new cbligational authority, you really feel the spending impact
2 or 3 years later. No matter what you try to mandate by statute or
we try to do my regulation, you feel it that late. Even if the obliga-
tion is turned into a contract within 3 months let us say, the outlay
effect is going to come in the second or third year, at a time, I might
add, Senator, when you are really going to have an improved eco-
nomy. You are going to be competing with that economy when it has
least unused capacity. So it offers the greatest competition to the pri-
vate sector then.

The 1977 budget provides $40 million in budget authority for con-
struction for two new installations, a youth facility in Alabama and
an adult facility in New York. Five million dollars is included for
planning and site acquisition for two new correctional centers in
Detroit and Phoenix. We also have $13 million to continue the re-
habilitation of existing institutions and $5 million in additional
staff to open three new institutions to be completed during fiscal
vear 1977; namely, the Bastrop, Tex., Youth Center; the Memphis,
Tenn., Youth Center; and the Butner, N.C., Correctional Center.

But let me return to the point of where does the increase in public
works come from. Let’s take a look at EPA. Spending from EPA
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construction grants for sewage treatment plants and sewers will be
60 percent over last year. It will be up to a level of $3.8 billion in
1977. Highway outlays in 1977 will increase over 1976. All of us
working together during the recession said, Mr. Chairman, that some-
thing more there would help. But having made those obligations
last year, the impact is going to come during the time that we do
need it, which is this year and the year thereafter. When you start
adding more obligational authority now, it is actually going to be
real activity, putting the spade in the ground and creating the em-
ployment, a year or 2 or 3 years from now.

Chairman HumpHrEY. Weren’t those earlier appropriated funds
that are just being released under EPA?

Mr. LyxN. On the highway program?

Chairman Humprrey. On the EPA, too.

Mr. Ly~~. Of course.

Chairman Humprrey. I mean in other words they are

Mr. Ly~~. But the point, Mr. Chairman

Chairman Humrurey. Well, I know what the point is.

Mr. Lyx~. The point is that indeed we are also saying no new
starts on a number of programs this year. When we looked at the
out-year effects of new starts, we found there isn’t any way of get-
ting the deficits down and getting a handle on inflation if we keep
doing what we have been doing.

But the point I want to make to you is there is more for public
works kinds of things, for equipment purchases and the rest, Mr.
Chairman, in this budget.

You spoke of welfare roll increases and the hiring by CETA of
those that are laid off. You commented that it was stupid. What I
have seen—and gosh knows I am not an expert in this anymore than
I am on many other things but I have tried to learn some things
about it—the people that are unemployed in this country are not all
the same. They are not fungible. They are individual human beings.
They are all people with their own grief from being unemployed.
But they are different people with different problems. There is the
short-term unemployed person who is now going back to work. The
number of layoffs is now exceeded by the number of people return-
ing to work. That is the kind of thing that the regular unmployment
program has been intended to meet. There are second-wage earners
in families who are temporarily out of work now; who, when we
have good employment figures were all emploved, wanted to be em-
ployed, and we want them to be employed. And only as the economy
comes back much more strongly will they be employed, although
some of them are being employed now, too. There are some people
T suppose—no onc has ever been able to convince me that this is
major—maybe it is and maybe it is not, that put a quirk into the
statistics. When the husband gets laid off, for example, you add two
to the unemployed because the wife or eldest child in the family. who
wasn’t employed before, seeks employment. I heard people make a
good point of this. I do not necessarily go along with it, but the fact
of the matter is T don’t know its magnitude.

Then you have marginally employed people. Then you have people
who are in and out of the labor market and are actively seeking work
and can’t find it. They always seem to be in the unemployment fig-
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ures whether the level is 4 percent or 8 percent. Moving onto other
groups, we have kids—in the inner city particularly—who have never
had a work force attachment at all; who because of their surround-
ings and environment just haven’t been turned on to jobs or have
been turned off because they sought employment and haven’t gotten
employment. Going to the far end of it, you have the drug-related
scene of people that are totally messed up in their lives. We have to
do something about that.

Now, no one program is going to address all of those needs. No one
program is going to solve all of them. What you need is a blend of
things and that is what the President has been trying to propose.

On medicaid, you mentioned the $9 billion. Mr. O’Neill said that
wasn’t right? What is right?

Mr. O'NemL. I think, Senator, what you said about the 1976 esti-
mate level was $9.3 billion. And, in fact, it was $8,184 million for
1976.

Chairman Husparey. Well that is better. The figure is what?

Mr. O’NErwL. $8,184 million.

Chairman Homprrey. Our staff says it is $9.3 billion.

Mr. O’NerLL. Perhaps we have a different estimate, but the num-
ber we printed on the budget which we believe is right, Senator, is
shown on page 127 about four lines from the

Chairman Huomearey Well, I said the one thing we need to have
is an agreement on figures. We can always argue about policy.

Mr. Liy~x~. Absolutely. That is the whole reason I made that com-
ment

Chairman HumpareY. That is why I mentioned the figures. I want
people to come up now and show us what the facts are. On page 127
of the budget, and maybe I am simple minded about this, it says:
“Medicaid recommended budget of $9.29 billion.”

Mr. O’NErrL. Senator, that 1s 1977, the 1977 level and you were, 1
think, referring to 1976. I think that’s been the problem. And I just
wanted to make sure everyone understood what the correct number
was for 1976.

Chairman Humparey. Wait a minute. Let me get the statement
so I can get it straight, I don’t want to use up your time, but let me
check. It says: “Last year we spent $9.3 billion.” You’re right. That
is what I said. And last year what did we spend ?

Mr. O’'NerLL. $8,184 million.

Chairman Humparey. That was the estimated figure for outlays?

Mr. Liv~xn. Well, that is the best we can do at this point halfway
through the year, Senator, is to estimate. And it is a perilous business
to estimate.

Chairman HuypHREY. But the point is that medicaid would cost
$9.2 billion in the coming year without your legislation.

Mr. O’NemL. Would you like to talk about that and

Mr Ly~x~. Well, why don’t I just finish up before you do that. We
will come back to that.

You also made another key point, Mr. Chairman, that impressed
me because it was something I saw time and time again when I was
Secretary of HUD. There are initiatives that can be taken at the local
level, and you did it as mayor, Senator, you acted and acted prompt-
ly. And your reaction wasn’t to a stack of Federal regulations this
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high that said that if you are going to buy those mobile homes to
house the veterans, you have to do it exactly this or that or the other
way. Instead, you went out and did it. You didn’t have to hire 14
Philadelphia lawyers

Chairman Humprrey. I didn’t have to hire anyone. I had a free
one.

Mr. Ly~~. You had a free one. You had somebody who probably
cared.

Chairman Houmeurey. And by the way, he is a very good Republi-
can.

Mr. Lyx~. Good.

Mr. O’NrerLL. Now he is probably being hunted by CETA.

Mr. Ly~~. You made this point ‘and I see it all the time. This is
one of the reasons why I was so much for community development,
bloc grants. I want to get rid of some of that big stack of regulations
so the mayors can act. That is why the President has added almost
one-half billion dollars to the community development bloc grants
this year over last year. This is why we want the bloc grant propo-
sals. Whether in the educational field, or the child nutritions, or to
free up people from the regulations under the social services pro-
gram. It is precisely the point we make.

Representative Brown of Michigan. May I stop you there to ask,
Do you include the one-half million dollars in community develop-
ment, lg\Ir. Lynn, and basic outlays, in increasing physical assets, et
cetera?

Mr. Lyww. No, we don’t. )

Representative Browx of Michigan. Because a lot of money is
going in bricks and mortar on jobs.

Mr. Lynn. You're right. So in fact my 17 percent increase does
not even include the bricks and mortar part of the community devel-
opment bloc grants, and it probably should.

Representative Brown of Michigan. I think there are a lot of
things in the budget that you don’t include in outlets for physical
outlays, but which constitute job-producing endeavors under that
category.

Mr. Lnw, I think your comment is very well taken.

Moving on, if we might, to Medicare, as a general matter, we
really have two separate problems. One problem is that fear of illness
that will last a long time is a terrible fear to the elderly. It is a
terrible fear to the children because the children feel responsibility
for their parents, which they should, and know it cannot only bring
agony to their own parents but can also wipe them out financially,
too. Even worse than that, even when they have no money, the
parents may still need the care. So the President has opposed
catastrophic protection. I must admit T haven’t heard mnch criticism
of the idea. What I have heard is criticism of the other proposal.
What the President is doing is making a proposal to try to get a

handle on the runaway costs that we have for health expenses that

comes out of the taxpayer’s pocket. And that we have done is to
propose that, as far as medicare pPayments are concerned, there
should be a 7-percent limit year to year on the increases for hospital
care and a 4-percent limit for doctors’ care.
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We feel that this is fair and a way of getting a handle on the
runaway increases. After all, even with our proposals medicare
expenses go up $2.2 billion a year from 1976 to 1977.

Chairman HuampaREY. I want you to tell me why.

Mr. Ly~x~. A good part of it is the increases 1n expenses, and
another part is the growing population. _

Chairman Humperey. What about fees and hospital costs?

Mr. Liyn~. Well, that is what I meant by the cost of service. Even
with the 7-percent and the 4-percent limit you have that kind of
increase plus a growing number of eligible people. We also thought
it made sense to say that while a person is going into the hospital
he or she should pay 10 percent. Let’s suppose the daily hospital
bills is $110. That would mean an $11 a day cost for that person,
but he would always be assured every year that his hospital expenses
would never run over $500. On the doctor’s bills, we have it the same
way : we keep the existing 20-percent match, but we insure that this
match never will exceed $250 a year for an elderly person or his
children. There is no doubt that the 10-percent hospital cost sharing
does help slow down the rate of growth of medicare spending, but
it by no means stops the $2.2 billion for the year.

One of the things I think we have to explore together is what it
would cost an elderly family to get insurance protection, if they
wanted to get it, against even that 10-percent sharing with the
hospital. We would be happy to do that with you.

Now for food stamps, I remember, Mr. Chairman, we appeared
together on ABC and we both concurred that something had to be
done about food stamps. And you told me and told the American
people that night that something will be done and we will eut money
out of that budget. And I am delighted to see you are gettting to that
Because we have to do something about it.

Chairman Humeurey. That is correct.

Mr. Lynx~. We made our proposals. I think they make sense.

Representative Rousseror. Can I interject at this point? I have to
go over to the House committee to testify on some concepts of con-
out of that budget. And I am delighted to see you are getting to that.
I will come back.

Chairman Humeurey. Do you have any questions?

Representative Rruss. Well I do have a lot of questions but I
will defer to my colleagues because I certainly don’t want to inter-
rupt. »

Representative Borring. You will never make the meeting, Con-
gressman Rousselot.
~ Mr. Lyn~. On taxes, you pointed out the President is proposing
increases in two types of taxes; namely, unemployment insurance
and social security. I do understand that yesterday in your discus-
sions you were talking about unemployment insurance. I would like
to point out to the committee ha in July 1975 the Secretary of
Labor came before—I think it was the Ways and Means Committee—
and said that we had to do something about unemployment insurance.
The very point you were making yesterday, the interrelationship
between welfare programs on the one hand and unemployment
insurance on the other hand, where should one begin and the other
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end, was addressed as part of those proposals. That is a_complicated
business. One of the proposals made then was a commission to report
within a year with respect to the interrelationship of all of those
programs. That Commission would be appointed in part by the
Congress of the United States and in part by the President. It would
include representatives of employers including State and local gov-
ernments, employees, and the general public. The proposal was also
to extend coverage to some 6 million people that are not covered
by unemployment insurance—that are not covered I should say by
the regular programs: they are getting benefits from the emergency
programs but they are not covered by the regular programs. So the
propasal was to take some short-term action, yes, to try to restore
the fiscal funding side of this, to increase the benefits and as average
benefit level State by States, yes. I would urge the Congress to give
prompt consideration to those proposals, to all of them that were
made by the President and the Secretary of Labor at that time. We
agree with you that it is a problem, but it is a problem we made
a proposal on. We have not at all ignored it, and we would like you
to address our proposals.

Now it is true social security taxes go up. There are three alterna-
tives basically in social security. First, we can reduce benefits, and
no one wants to do that. Second, we can go to the general fund and
say, “Let’s get rid of the concept of a trust fund, and let’s just take
it out of general revenue.” But I frankly think that destroys the
whole concept of social security. The third option is a combination
of reforms plus a tax increases. This is a tax increase that no one
wants to make. Believe me, I agree with you about this. I would
love to avoid that kind of tax increases. But, nonetheless, it’s the
best alternative.

Chairman Humpuzrey. I think it is a question of timing.

Mr. Lyn~. Of course we are not proposing it take effect this year.
We are proposing it for January 1 of 1977. But we have to face up
to it, it seems to me, eventually. And we are talking about an increase
that is less than $1 a week at most even at the upper end, and at
the lower end I think it is 20 cents or 30 cents a week. The President
is also proposing other reforms. He is proposing decoupling which,
as you know, deals with a serious problem that I think got into the
law unintentionally. Currently there is a double adjustment of
benefits for inflation. So if we have inflation, the benefits a worker
will be entitled to when he retires increase faster than inflation. That
doesn’t have much short-term effect. But when you get out to the
1990’s or the year 2000, it just blows the system. And the President
is saying, as has every advisory committee that has looked at this,
that we should eliminate this double adjustment.

Second, we have other things that need reform. For instance, as the
law is now, if a person has a job for one month-—and let’s take some-
thing rather exotic—and he brought in $20,000 or $30,000 during
that month, he can elect to go on monthly eligibility and collect
social security for the other 11 months. The President believes, and
so do I, there should be an annual eligibility level. There is the
same problem, incidentally, with food stamps. We are not suggesting
a year there, but we are suggesting the eligibility period be increased.
There are a number of proposals that the President is making.
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With these proposals we think we can restore the integrity of the
social security trust fund. .

Representative Browx of Michigan. Would you clarify what you
just said? You said you think the same problem is applicable to the
food stamp program. )

Mr. Ly~w. It is the same perspective that should be applied, yes.

Representative Browx of Michigan. And eligibility for food
stamps should be based upon a monthlitizing of annual income,
which is not true now. It is based upon actual income.

Mr. Ly~~. Going on, if I may, you mentioned the Pentagon. The
Pentagon’s situation today is not one of adding people. The Penta-
gon’s situation is one of reducing employment due to initiatives
both by the administration and by the Congress. The number of
employees in the Defense Department, in both the military and in
the civilian area, has been going down drastically. If I recall cor-
rectly I think on the civilian side, and I may be wrong, but I think
it is 100,000 in 2 or 3 years. And the proposal, as you know, is a
25,000 decrease in the civilian side from the beginning of the year
to the end of the year in fiscal year 1977, with no further decline
in the military side. But I do believe that the “problem” in the
Pentagon at the moment—although we believe it is a good kind
of change, not a problem—is reduction of employees, not an increase.

Chairman Humparey. Mr. Lynn

Mr. Lyx~. Mr. Chairman, I’'m about to conclude.

Chairman Huarrrey. Good, because I want to know if we can
get some questions in before the votes.

Mr. Lynw~. To conclude, we really do believe that this budget does
slow down the growth of the Federal Government. There isn’t any
doubt about that. We think that is desirable. We think it is the only
way that we are going to get the opportunity to return choice to
the American people, and give them a break on the tax side. We
really do think it 1s the only way we are going to create the kinds
of jobs that we all want; namely, the real rewarding, permanent
jobs. And as we move on the road to recovery, we do believe that
the budget does take care of needs and gives due recognition of the
kind of situation we have now.

Chairman Homearey. All right. What we are going to try to do
here, because we have a big assignment in a limited period of time, is
to get as many participants as possible. I'm going to ask we keep
our questions to the point and our answers to the point.

Senator Javirs. Mr. Chairman, do we have a limitation on time?

Chairman Humprarey. Yes.

Senator Javirs. I would suggest 10 minutes and they be given
notice of the time.

Chairman HouraREY. All right, we will cease and desist at the
time limit. All right, do you want to start, Congressman Brown of
Michigan?

Representative Browx of Michigan. I’'m in no hurry. Do you?

Senator Javits. I would love to, if T may.

Chairman HoMrurey. Should we go on the basis of our attendance
here today if that is agreeable?

Representative Rousseror. No, why don’t we go by seniority ¢
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Chairman Huxrurey. All right.

Senator Javrrs. That is all right.

Representative Brown of Ohio. It certainly is.

Senator Javrrs, I will just take 5 minutes.

Chairman HuympaREY. I'm going to ask the first round of question-
ing to last only 5 minutes and then we will come back. Is that agree-
able? All right, let’s go.

Senator Javirs. I have one central question. And that is you made
the statement that it was up to the private sector to find the per-
manent jobs. And, of course, we are very discouraged by the con-
tinuance of deeming it acceptable to have this high level of em-
ployment for all these years.

My question is: Exactly what are you recommending, aside from
this special tax credit for capital investment income in high unem-
ployment areas—other than just the fact that the vitality of the
economy will move it forward—to endeavor to materially reduce
the amount of unemployment out of the private sector? I see nothing
that reflects any new program.

You are cutting out opportunities and CETA. You are cutting
even the summer jobs for youth, which involves 170,000. You had not
a new idea in the whole package that I can see except the bread and
butter of tax indulgence and that is of a very modest kind. What
are you doing to stimulate private enterprise to do what you think
they are going to do?

Mr. Lyx~. Well, you spoke of a tax stimulus to the private sector
of a modest size. My first comment to that would be, Senator, as
the President said in his State of the Union message, he looked upon
his proposal to encourage investment in high unemployment areas as
a supplement to his main proposals and not as his centerpiece. The
centerpiece is making permanent reductions in taxes for small busi-
ness; reducing corporate taxes from 48 to the 46 percent; giving
public utilities the six-point package of tax aids; making the higher
investment credit, which was initially an emergency measure, a
permanent provision of the law; increasing the purchasing power
of the American people above what it would be otherwise by re-
ducing taxes—for a family of four making $15,000 a year, by re-
ducing their tax about $227, not counting the social security increase,
which is about $45.

Now we really do believe that this will bring the private sector to
a point where it will be producing the kinds of jobs we want them
to. At the same time on CETA, Senator, we are not cutting back
the regular CETA programs, as I understand it, at all. We do look
to CETA to get at the endemic kinds of problems. Now we ought
to look at CETA together. We ought to ask: Does it need improve-
ment? If it does, then let’s improve the programs of the local com-
munities working with people that are chronically unemployed or
don’t have real attachment to the labor force. If the program isn’t
working the way it should be, then we ought to work together to
improve it. But, in any case, the main part of the jobs for the
unemployed ought to come from the private sector in our judgment.

Senator Javirs. Mr. Lynn, the main part of the job does have to
come from the private sector but you are not giving the stimulus to
the private sector which it needs because there 1sn’t any single
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other expenditure cuts, and you are already going to strangle the
cities with your special revenue sharing proposals which are simply
going to give the people who need it the least, the most money. Y;ou
are going to hit New York very hard. You are going to hit New
Jersey and Connecticut very hard because when it comes to making
a change in the revenue sharing formula on the floor of the Senate
and the House, the big city States get taken every time. And the
people who need it the least, get the most. ] ) )

Mr. Ly~x. The health program, for example, in my judgment will
afford New York more money than New York would get the way it
is going right now. I say that because New York is on a matching
program. New York is taking steps to slow down its medicaid In-
creases. And as it does, for every dollar that they save of their own
money, they lose a dollar of Federal money. Under the President’s
proposal New York would get more in 1977 than it is getting in
1976, not a lot, but certainly wouldn’t get less than they have now.

Senator Javirs. They are going to get $35 million less for mass
transit alone and millions in Federal funds for health, education,
and social grants, especially in the long run.

Mr. Chairman, I ask unanimous consent to include a news story
on revenue sharing cuts that appeared in the January 22 issue of the
New York Times as a part of the record.

Chairman HumparEY. Fine, we will place it in the record at this
point.

[The news story follows:]

[From the New York Times, January 22, 1976]
THREE StaTES DEPLORE Hearta Funp Cuts

New York, Connecticut and New Jersey Fear End of Many Federally
Aided Projects

(By Martin Tolchin)

Washington, Jan. 21.—Officials of New York, New Jersey and Connecticut
declared today that President Ford’s budget proposals would cost their states
and cities millions of dollars in health funds, and predicted that this would
compel the elimination of many hitherto federally funded programs in educa-
tion, social services and health.

The President also made a mass transit proposal that would cost New York
City $35 million in operating subsidies and lead to a 5 cent increase in the
subway rate, according to city officials and members of the city’s Congressional
delegation.

The states would lose health funds, state and city officials said, because of
the $10 billion limitation on Medicaid and a package of health programs that
would be distributed according to a new formula in which a state’s per capita
income was a major factor.

New York State, which has a large, rich population as well as a large popu-
lation of poor people, ranks sixth in the nation in per capita income. New
Jersey ranks fourth and Connecticut, second.

Any disbursement of funds with per capita income as a major factor would
thus be detrimental to these states in the long run, although the President has
proposed that no state receive less in the coming fiscal year than it received
last year. The other factors in the formula would be the poverty population
and tax effort.

MRS. ABZUG DISPLEASED

“We'll probably lose about $300 to $500 million,” said Representative Bella S.
Abzug, Democrat of Manhattan. “This again is a question of the President’s
not meeting the needs of the American people in New York or elsewhere, but
tryring to out-Reagan Reagan.”
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Roberto J. Morgado, New York State’s Director of Operations, said that “we
believe that we stand to lose millions in Federal funds under the proposed
formula.”

“We would lose a significant amount of our Federal assistance,” he added.
‘t‘A dtmdeolf of more flexibility at the cost of dollars is not necessarily a fair
rade.”

Officials in New York City and the three states predicted that President
Ford’s propesal to replace 59 grant programs in health education and social
services with block grants would mean the elimination and curtailment of
many federally funded programs that had been retained because they had been
heavily supported by Federal funds, Thus, despite worsening fiscal crises, the
elimination of those programs would not save localities much money, since the
Feczeral Government paid 50 to 80 percent and sometimes 100 percent of the
costs.

Under the President’s proposal, the state would get Federal funds to use as
they, saw fit.

“A lot of times you could justify not cutting back a program because you
would lose Federal funds,” said Paul Gibson, New York City Deputy Mayor for
Planning. “This would no longer be the case.”

Kenneth Axelson, New York City Deputy Mayor for Finances, said that “if
we were given greater freedom in the use of our funds, our system of priorities
would have a greater impact on our dcisions.”

LAYOFFS A PROBLEM

Jay Tipper, Connecticut Commissioner of Finance and Control, said that “if
layoffs were going to occur, we were not going to lay off people funded 90 per-
cent by the Federal Government; we would not go after those with high reim-
bursement levels, because you’d have to lay off so many more people to have a
substantial saving of state tax dollars.”

A New York State official, who declined to be named, said that “basically,
the consolidation is going to be very detrimental.

“New York gives conscientiously to health manpower, medical schools, ve-
nereal disease programs, a wide range of health programs,”’ the officials said.
“Other states do not and let New York take care of their health problems.”

Marilyn Berry, director of New Jersey’s office in Washington, who is one
of the Governor's leading advisors on Federal programs, said that President
Ford’s proposed consolidation of health, education and social service programs
would be “a fiscal disaster” for her state.

Miss Berry noted that Medicaid costs had risen 22 percent a year, and that
the state had already eliminated all optional medical services, leading to a
lawsuit against the state by the New Jersey Hospital Association.

“From here on out, we will be forced to incur the increased costs in our
Medicaid program,” Miss Berry said. “We just don’t have the resources to do
that.”

Miss Berry noted that the Federal Government provided 70 percent of New
Jersey’s health budget and 50 percent of the funds for the venereal disease
program.

“The VD program is strong in New Jersey,” she said, “but as the pressures
grow, I don’t know what we're going to do.”

Similarly, programs for maternal and child health, immunization and com-
prehensive health planning will be jeopardized, she said.

The President’s mass transit proposal would limit to 50 percent the amount
of special grant funds that could be used for operating subsidies. There is no
limit now, and all of the $71 million goes for operating subsidies. The proposal
would remove $35 million.

“That’s going to be fought,” Mrs. Abzug said. “He’s not going to succeed.”

Representative Edward J. Koch, Manhattan Democrat, who is an author of
the present legislation, said that “I wish that the Transportation Secretary
used the mass transit facilities, or better still that all had Government-financed
limousines.

President Ford’s proposed budget gives New York, New Jersey and Connecti-
cut a total of $52.6 million in harbor and reclamation projects under President
Ford’s proposed budget.

New York State would receive $25.8 million, including $2.3 million to build
anchorages in New York Harbor. In addition, $790,000 is earmarked for the
collection and removal of harbor drift.

The new budget would appropriate $1.8 million to build a Fire Island inlet,
and $1.2 million for an East Rockaway inlet to Rockaway Inlet and Jamaica
Bay.
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The budget also allots $530,000 to demolish the Federal Pavilion in Flushing
Meadow, where it was built in 1964 for the New York World’s Fair.

New Jersey would receive $13.9 million under the proposed budget. This
would include $1.78 million to build a flood-control project in Elizabeth, §7
million to operate and maintain Delaware River navigation facilities and $1.1
million to operate and mantain of Newark Bay.

Conpecticut would receive $12.9 million. This would include $1.6 million for
flood control in Danbury, $9 million for control of the Park River and $100,000
for a hurrican barrier in Stamford.

Comparative figures for previous years were not available.

Mr. O’NEzrLL. Senator, the news story is just incorrect.
Senator Javirs. Fine, well you put the facts in the record. I will
ask unanimous consent that they be included.
Chairman Humpurey. Certainly.
Mr. O’Nenr. We will supply the facts, Senator Javits.
[The following table was subsequently supplied for the record:]
FINANCIAL ASSISTANCE FOR HEALTH CARE, GRANT AMOUNT BY STATE, FISCAL YEAR 1977

[Obligations in millions}

Fiscal year 1976
estimate 1977
Alabama. . e $150.6 $165.7
Alaska.... 1.1 12.0
Arizona__.. 12.1 13.3
Arkansas.....o oo 107.3 118.0
California. 1,086.2 1,174.6
Colorado. ... .. 88.9 96.2
C 106.7 115.3
_______________________________ 12.5 13.7
7.7 7.5
158.9 174.8
227.8 250.4
28.3 30.5
30.0 33.0
1 442, 4 478.5
Indiana.. 152.4 167.6
........... 83.8 92.2
Kansas. . _ 68.5 75.3
Kentucky_ 147.2 161.9
Louisiana. 155.0 170.5
Maine._ . _. 62.2 68.4
Maryland. - .. e 163.9 177.3
Massachusetts ..o 3419 369.7
Michigan__.______. ... 445.6 481.9
Minnesota. .. cmecececmmmemeeeeeemaccemmemeemen 186.7 201.9
Mississippi- - - <o 112.4 123.6
Missouri_.__ 101.1 111.2
Montana. e memm e maman 24.9 27.4
Nebraksa. 39.2 43,1
........... 15.2 16.7
New Hampshire_ .- e e me e 24.8 26.8
New Jersey.... 236.0 255.2
New Mexico. 33.4 36.7
______ 1,609.2 1,740.2
168.2 185.0
20.4 22.4
291.9 321.1
130.0 143.0
75.6 83.2
436.4 480.0
58.5 63.2
100.0 110.0
22.4 24.6
155.4 170.9
...... 486.5 535.1
37.3 41.0
30.9 34.0
...... 135.2 148.7
132.8 143.7
est Virginia. ... oo oo 47.9 52.7
Wisconsin_ o oeeeea 266.6 288.3
Wyoming. ..o mmaee 7.7 8.5
L0112 PR 42.2 44.3
Y | OO 9,184 10, 000

t Puerto Rice, Guam, Virgin Islands, American Samoa, Trust Territories,
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Chairman Humprrey. Congressman Reuss. )

Representative Reuss. Thank you, Mr. Chairman. I’m not going to
concern myself, Mr. Lynn, with public versus private. I just want
to focus on the following issue. Your upcoming budget projects
an unemployment level at 4 percent in 1977 and a surplus of $3
billion as opposed to a projected full-employment deficit in the
current 1976 fiscal year of $16 billion. That is a $19 billion switch.
This is at a time when, according to the Federal Reserve Index, 30
percent of this country’s industrial capacity is not being used;
a time unemployment, as Mr. Greenspan admitted yesterday, is con-
tinuing to be “distressingly high.” .

So, the President’s program, irrespective of whether it is govern-
mental or private, therefore continues to waste 30 percent of our
industrial capacity and continues to have a “distressingly hlgh”
percentage of our population unemployed. By what screwy reasoning
do you continue to repress the economy ¢

Mr. Ly~n. We are not—

Representative Reuss. What is your motivation?

Mr. Ly~xy. We are not doing any screwy reasoning, Mr. Reuss.

Representative Reuss. What is on your mind? Where are the
bottlenecks that you see? Can you name them? Are they steel? Are
they aluminum? Are they widgets? I don’t know. You tell us, because
we would like to get the work and do something quickly about those
bottlenecks.

Mr. Lynw. If we want to talk about screwy reasoning, a screwy
reasoning is the reasoning that says

Representative Reuss. No, I want to talk about your screwy reason-
ing.

Mr. Lyxn. Okay. I don’t have any I will say I am a little bit
baffled by reasoning that says we could increase receipts by  amount
of money if we

Representative Reuss. Just answer the question and don’t take up
my time. Just get on with the answer.

Mr. Ly~x~. Okay. My answer to this. Implicit in your question is
a theory that unless the Federal Government continues to grow
and in fact and even to grow faster

Representative Reuss. No, it isn’t implicit. I want you to tell me
where are the bottlenecks in the economy which you see exploding
if public activities get bigger? Why are you repressing private
activity? I mean I will go along with you Why do you insist on
unemployment that, by your own admission, will continue to be
“distressingly high” next year? Tell me is it steel? Is it aluminum¢?
IIS it cg,ment? Where are the bottlenecks? Why are you repressing
things?

Mr. Lyxw. I don’t believe we are repressing things and I don’t
think we are insisting on high unemployment. In fact what we want
to do is get unemployment down as quickly as we can. But we don’t
want to fool the American people by some quick fixes that result
in this country going back up to double-digit in either 1977 or
1978 and then having an even bigger recession.

Representative Reuss. Now how do you get all of this resurgence
of inflation in an economy where only 70 percent of the industrial
capacity 1s being used and where unemployment of over 8 million
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is distressingly high? Maybe you are right, but we would like to
know about it so we can take some corrective action. Where are the
bottlenecks? .

Mr. Lyxx. First of all, you are right. You are right on our
capacity. Our capacity overall is measured two or three different
ways, there are different ways of doing it, but by any measure we
have unutilized capacity. And we want to get that capacity to be
used more We do believe that that capacity will be used more if
there is continued consumer confidence. And we have seen a re-
surgence of consumer confidence in the last months. We do believe
that confidence will also return if the private sector thinks we are
for real in getting the Federal Government out of markets over a
period of time, and if we are for real in trying to get a handle on
inflation, and if we are for real in tax reductions. If they think
we are for real, they will go out and make the investments that
produce construction jobs—and this results to some extent from the
program that the President has proposed—and these things will
result in that capacity being utilized.

Now, let me say what we are afraid of. If we add to the deficits
and keep adding to these deficits, the private sector and the public
at large are going to do just the opposite, as they have done for the
last year and a half. When inflation started increasing, people didn’t
go out and hoard goods, they saved money. When they saved it and
didn’t spend it, that hurt the economy. So the bigger the deficits
have gotten, the more people save their money; and the higher the
rate of inflation was, the more they saved. Just Jook at housing. I have
lived with that problem and you certainly have too, Congressman, for
a fair period of time. The best thing you could do for housing in
my judgment, and the most important thing you could do for
housing, is to get the deficit down. If you got the deficit down, and
also gave that extra $227 a year in tax breaks to the American people
less the social security offset that we talked about, what will happen
is interest rates will come down, After all, we talked about current
interest rates having come down. There we were talking about short-
term rates. The long-term rates are still up around 9 percent. That
is a heck of a lot of money to put in a monthly payment on a house.
If you are a banker, are you going to lend money at 4 percent or
6 or 7 percent if the dollars you get back 15 or 20 years from now
aren’t worth anything?

Chairman Humprrey. Congressman Brown of Michigan.

Representative Brown of Michigan. On the job figures, Mr. Liynn,
I don’t believe I heard the figure that you think that will be produced
by this budget in fiscal 1977 in theprivate sector. I have heard the
figure of 315 million jobs. A good portion of those would accommo-
date, in effect, the new people coming into the work force, an addi-
tional amount would accommodate the unemployed. That is how
you come up with your unemployment figures; is that right?

Mr. Ly~~. Yes.

Representative Brow~ of Michigan. What areas do you feel will
cause this phenomena to occur? What factors in the budget?

Mr, Ly~~. The factors are the fiscal policy reflected by the budget
as an element of overall economic policy. And the economic policy
that we think will cause it is trying to get a handle on inflation, and
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the business confidence that will follow. The other facet that will
do it is providing the stimulus in a way we think will concentrate
on private sector job development.

Representative Brow~ of Michigan. Is it not correct then to say
that basically you are trying, in effect, to reverse the trends that
caused the present problem?

Mr. Ly~w~. That is right. )

Representative Brown of Michigan. And that is that unemploy-
ment has been caused by a recession and that recession was caused
by inflation. And I had to remind the people here yesterday that
inflation had its base back in the 1960’s when there was neither a
Republican Congress nor a Republican administration. So what
you are saying is if we can reduce inflation, we will not have reces-
sion; we will have a recovery, and we will not have the unemploy-
ment? The important thing is to make sure that we add as much
stimulus as possible to the economy that it can accommodate without
more inflation. so that we have no recession and we have greater
employment ?

Mr. Liy~x. Exactly.

Representative Brownx of Michigan. Right. The Congressional
Budget Office apparently came out with an estimate that the proposed
tax increase, outlined in the budget. If it were deducted from the pro-
posed tax cuts, that the net reduction in taxes contemplated would
be only $1.7 billion. How would you respond to that?

Mr. Ly~w. I don’t have the details in front of me. But I can say
this. A number of these calculations that I have seen take into
account, as tax increases, increases that would occur anyway quite
apart from the President’s proposal. By that I mean for instance,
that the base goes up under social security twice, on January 1,
1976, and on January 1, 1977. To tie that into the President’s
proposal I think is totally unfair because whether you accept his
proposal or not, that is going to happen. Therefore, what the Presi-
dent is saying is let’s at least offset these increases by reductions in
the income tax. Let’s make them permanent, and make them larger
then what would happen with a simple extension of the law that
was passed in the dying days of the last session.

Representative Brown of Michigan. There is one thing in the
budget——

Mr. Lyxx. The tax increases attributable to the President’s pro-
posals were, if T recall correctly, $3.3 billion under social security
and $2.1 billion on the unemployment insurance in fiscal year 1977.
But again on the unemployment insurance, what choice is there
in that regard? What would happen if you make those hard choices
on unemployment insurance and social security and do nothing to
reduce the income taxes? The reduction at least offsets something
that has to be done. Whether the exact time, Mr. Chairman, is this
month, next month, a year from now; the President chooses January
1 of 1977.

Chairman Huwmrarey. After the election.

Mr. Lyn~. First of all, it is a very convenient date with respect
to a start-up date.

Chairman Humerrey. July is convenient, too.



Mr. Lyxxy. But with respect to taxes I meant. But what T am
saying is we want the Congress to look at that suggestion hard
and come up with their proposal. Now, if your proposal is different,
then tell the American people what that Is. )

Representative Browx of Michigan. A further couple of anomalies
that occur to me in connection with the budget that I would like
to explore. One is you treat receipts from offshore drilling as a
negative expenditure. Why is it done that way ? o

Mr. Lyxx. Well, we give a little discussion of why 1t is handled
that way in the budget proper. It is not a tax so we don’t put 1t
on the receipts side. Generally on the receipts side we limit it to—

Representative Browx of Michigan. But technically then your
expenditures are $3 billion above what you show.

Mr. Lyx~. As a matter of fact, as far as totals go, the total
stimulative effect of the Federal Government may be appreciably
more than the budget shows. That is why we are so careful in the
very first part of the budget after the President’s message, Congress-
man, to show the amount of off-budget outlays and so on, and of
guaranteed loan programs and so on.

Representative Brow~ of Michigan. My time has expired. But
likewise why don’t you treat your additional $10 million tax cut
basically as an expenditure in the social area? Insofar as stimulus
and everything else is concerned, shouldn’t it be treated as that?

Mr. Ly~y. We show tax expenditures. With Congress’ direction
under the Congressional Budget Act of 1974, we show tax expendi-
tures program by program—for housing, for deducting State and
local taxes, and also for social security programs not being taxable.
Now, some people call these provisions loopholes and some people
call them stimulative incentives for social action. It depends on
which side of the issue you are on. We show tax expenditures in
full in the budget.

Representative Broww of Michigan. There is much greater stimulus
in the budget than the expenditure level would reflect?

Mr. Lyxw. Oh, I think that is true.

Representative Brow~ of Michigan. All right.

Mr. Lyn~. But anything that 1s added to it will increase that
stimulus even more.

Chairman Humerrey. Next is Congressman Bolling.

Representative Borrine. Mr. Lynn, I have had the pleasure of
course, of meeting you before, but this is the first time I can take
the opportunity of appearing with you. It is a pleasure. I con-
gratulate you on your knowledge of the subject, on your ability,
and on your sincerity. And I would love very much to have the
time sometime to play the numbers game with you.

Mr. Lyxx. I would look forward to that opportunity, sir.

Representative Borrixg. I think it would be good fun and stimu-
lating. But first, I would like to do a small chore. I would like to
ask unanimous consent that the statement of Senator Humphrey to
the House Committee on the Budget of January 26 be included in
the record at the appropriate point in this hearing.

Chairman Huaeurey. That is a very important document. We
will place that in the record at this point.
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[The statement follows:]

STATEMENT OF SENATOR HuBerT H. HUMPHREY T0 THE COMMITTEE ON THE
BupceT, U.S. HOUSE OF REPRESENTATIVES, JANUARY 26, 1976

Mr. Chairman, members of the committee, it is a pleasure to appear here
before you this morning. It is an honor indeed to serve as the first witness at
this set of hearings on the 1977 budget.

I cannot, of course, present the budget recommendations of the Joint Eco-
nomic Committee this morning. Those recommendations, which will be based
on our own hearings and further study, will be transmitted to you in early
Marph, as required by the Congressional Budget Act. What I can do today, is
to give you my own assessment of the economic situation, the objectives policy
must meet, and the hard questions Congress must examine during the next
few weeks.

May I say I believe you are wise to begin your hearings with congressional
witnesses. For it is the Congress which will determine the components and
the overall shape of next year’s budget.

For the second year in a row, the President has submitted a budget pro-
posal which is flagrantly inadequate as a guide to congressional action. The
president’s proposal does not meet the needs of the economy. It provides for
the creation of neither private nor public jobs. It fails to meet the social
needs of our people. It allows for excessive spending in the defense establish-
ment.

Certainly the President’s budget contains a number of individual proposals.
which have merit. These should, and will, be carefully considered by the Con-
gress. Taken as a whole, however, the President’s budget proposal is unrealis-
tic and unhelpful. Most importantly, it will not put our people back to work.

Last year, when the President proposed a budget which was both unrealistic
and inadequate to our needs, the Congress, aided by its new budget procedures,
acted decisively to set its own budget totals and its own priorities.

I am proud of this congressional success in setting budget policy for the
current fiscal year. True, we have not done all that we should have done.
True, some of our actions have been thwarted by vetoes which we could not
override. Taken as a whole, however, congressional action on the 1976 budget
has been responsive to the needs of the economy.

Last year at this time we faced a situation of plummeting output and spiral-
ing unemployment. Strong action was needed to reverse that situation. Congress
took the initiative in proposing and enacting a major tax cut. Congress also
stood firm in rejecting destructive program cutbacks proposed by the Presi-
dent. Congressional action played a major part in halting the recession and
initiating an economic recovery.

Last March, when the Joint Economic Committee reported to the Budget
Committees for the first time under the new procedures, we recommended
specific targets for output and employment. We recommended a budget policy
designed in our best judgement to achieve those targets.

It is with some gratification that I report to you this morning that the
overall budget position adopted by the Congress for fiscal 1976 is quite close
to the recommendation our committee made last March. That budget policy
has been instrumental in achieving the output target our committee recom-
mended for the end of 1975. The fourth quarter gross national product esti-
mates released last week indicate that real output in the fourth quarter was
less than 1 percent short of the target we recommended.

On employment we did not do quite so well. Last March we estimated that
achievement of our recommended output target would serve to reduce the
unemployment rate to approximately 8 percent by the end of 1975. The actual
rate of 8.3 percent in December was still somewhat above this objective, but
it does represent a distinet improvement from the 8.9 percent average of
the second quarter.

The inflation rate diminished during 1975 from over 10 percent early in the
year to above 7 percent at year end. As our Committee has so often tried to
reduction in inflation. Output per manhour rose at a 7 percent rate during the
point out, productivity gains associated with recovery contributed to this
second and third quarters of 1975 and unit labor costs actually fell slightly.

The initiation of economiec recovery in 1975 was, I repeat, a Congressional
achievement. Had we accepted the President’s recommendations, there might
have been no recovery. The unemployment rate might still be 9 percent, or
higher. Thus when the President says that “the State of our Union is better:
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he should add, ‘“Thank you, Congress. Thank you for overruling my objections
and making this improvement possible.”

1975 is over now, and we must turn our attention to 1976, 1977 and the
years beyond. With unemployment still above 8 percent, the inflation rate
seemingly stuck at 7 percent, and the pace of recovery faltering, we have
much work yet to be done.

Last year, the Joint Economic Committee recommended that an objective
of economic policy should be to reduce the unemployment rate to 7 percent
by the end of 1976. That still seems to me to be a good target. We should
then aim to reduce the unemployment rate to 6 percent by the end of 1977.
Let me stress, these are minimal targets. I hope we can do better—much bet-
ter, but we must do at least this well. If we cannot reduce the unemployment
rate at least one percentage point per year, what hope can we hold out that
progress is being made toward full employment?

These employment targets are minimal relative to our needs. This does not
mean, however, that they will be easy to achieve. By a widely-used and gen-
erally reliable rule-of-thumb, 7 percent per year growth of real output is
required to reduce the unemployment rate 1 percentage point per year. Only
the most optimistic of forecasters believe that 7 percent output growth will
be achieved in 1976. No forecast with which I am familiar foresees 7 percent
real growth in 1977.

For your convenience, a tahle summarizing some of these forecasts is
attached to my statement. As you can see, the most optimistic forecast in that
table—which is the Administration forecast—predicts a 5.7 percent growth
rate in 1977, The dilemma is clear: The Administration’s forecast is highly
optimistic compared to the expectations of others, yet it is far from good
enough to achieve even the modest targets I have suggested.

Let me make one more point with respect to these forecasts: Each of the
other forecasts shown assumes a significantly more stimulative fiscal policy
that the Administration has proposed. The Wharton forecast, for example,
assumes fiscal 1977 outlays, on a unified basis of $423 billion. Thus, we face
up to the prospect that, in the judgment of many competent experts, even a
much more supportive budget than the President has recommended will not
produce a strong continuation of economic recovery.

Were we actually to adopt the President’s high restrictive budget—which
1 am confident we will not—the outlook would be gloomier still. The study
done by the JEC staff and submitted to you in December indicated that a
budget policy similar to that now proposed by the President could actually
lead to a renew rise in unemployment in 1977. Ponder for a moment the
damage which would be done to the fabric of this Nation if unemployment
began to rise again next year, and you will see why I am convinced we must
reject the President’s proposed budget.

The forecasts to which I have called your attention are gloomy, but I do
not offer them as a counsel of despair. Rather they are a warning; a signal
that Congress must act. I am confident we will act, and act effectively.

It would be presumptuous of me this morning to suggest actual budget totals
or to spell out detailed policy proposals, However, I would like to suggest
some directions which I believe policy should take.

First, we have some unfinished business with respect to the 1976 budget.
There are three items I particularly want to mention.

We should move quickly to enact budget authority and appropriations for
fitle VI of CETA, thus carrying out the provision made in the second concurrent
hudget resolution for an expanded public employment program.

We should send to the White House and, if necessary, override any Presi-
dential veto of, the bill providing for anti-recession aid to State and local
government and emergency public works.

We should act to continue the tax reductions now scheduled to expire in
June for the full 1976 calendar year.

Before discussing specific policy needs for the 1977 budget year, let me
attempt to dispel two misconceptions which are seriously interfering with
rational consideration of budget policy.

The first of these myths is that the Federal Government is absorbing a
rapidly rising share of our gross national product. Regardless of one’s view
of the appropriate size of government, it is important to get the facts straight.
The fact is this: Federal spending as a percent of GNP has remained re-
markably constant in recent years. There has been some temporary fluctu-
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ation .caused by the drop-off in output and the rise in expenditures during
recession, but once the numbers are adjusted for this cyclical factor, there is
no upward trend. Federal spending was 20 percent of full-employment GNP
in 1970, and it was still 20 percent in 1975. Those who are attempting to
scare the public into believing that Uncle Sam is gobbling up an ever-rising
share of national income either have not been told the facts, or they have
chosen to ignore what they have been told.

The second myth that needs exposing is the notion that Congress is the
profligate, big-spending branch of government. Members of Congress know well
that this is not the case. Eiven a cursory examination of Presidential recom-
mendations and Congressional action on the defense budget should convince
anyone that it is the Congress which is trying to save—and to some extent
succeeding in saving—the taxpayer’s money.

Yet the myth persists. Frankly, the Administration fosters that myth by
proposing unrealistic budget totals and then somehow implying that it is
the fault of Congress if the costs of unemployment compensation, interest on
the debt, or receipts from off-shore oil leases depart from those erromeous
estimates. For example, the estimate of receipts from oil leases in fiscal 1976
has now been reduced from $8 billion to $3 billion. Whatever the cause of
that revision, it is hardly the profligate tendencies of Congress. The estimate
for receipts from oil leases in fiscal 1977 is $6 billion, again unrealistically
high, illustrating how the same process of revision is in prospect for this
new budget.

I believe Congress is working, as it should, to achieve budget savings
wherever such savings are consistent with adequate provision for our public
needs. Budget cutting is not easy. Miracles will not happen overnight. But
with patience and persistence, a great deal can be achieved. The staff study
which I forwarded to you in December identifies a number of tax and spending
reforms which deserve consideration. If adopted promptly these reforms would
produce budget savings of $30 to $33 billion by 1981. A few of these same re-
forms are also recommended in the President’s budget.

The study to which I referred above is a staff document and does not con-
stitute a set of recommendations by the Joint Economic Committee. However,
most of its suggestions for budget savings are proposals which I would
myself support, as, I believe, would most Members of Congress. This JEC list
is not, of course, exhaustive. There are other areas of potential savings which
should be examined. I am sure your committee and others are working hard
at such an examination. I believe it will prove fruitful. Perhaps we will some-
day dispel the myth of the profligate Congress.

Now let me turn briefly to the directions which I feel policy should take
in the 1977 budget year.

First, we must have budget totals which support economic recovery. It is
not for me to suggest at this point what the outlay figure should be. How-
ever, it is worth pointing out that, as estimated by both OMB and CBO,
the cost of simply maintaining the current level of real services in fiscal 1977
will be in the neighborhood of $420 billion. I suggest that this, rather than
the President’s unrealistic fizure, should be our point of departure for deter-
mining where we ean cut and what we must add.

On the tax side, the possibilities for tax reductions beyond extension of
the recent cuts must be determined in conjunction with evaluation of our
spending needs and of economic developments over the next few months. Cer-
tainly we should avoid, if we can, increases in social security taxes or other
regressive taxes. Taxes like these, which raise the cost of employment, are
especially harmful during this period when jobs are already so scarce and

inflation still such a problem.
licy consistent with our budget policy.

Second, we must have a monetary po
Improved channels of communication with the Federal Reserve were opened

up last year, but there is still a need to develop further mechanisms for in-
suring that the Fed does not thwart the intent of Congress.

Third, we must supplement overall fiscal and monetary policy with an emer-
geney program of direct job creation. In its Midyear Report last October, the
Joint Eeconomic Committee outlined a possible program of locally-initiated
community work projects which could offer useful, productive temporary
employment to as many as 11% million persons. Of course, other approaches
are possible, but, somehow, more jobs must be created. Until the private sector
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is able to provide all the jobs we need, some form of government assistance
will be necessary.

Finally, we must be more active on the anti-inflation front. The Adminis-
tration projects no reduction in the inflation rate from 1976 to 1977. That is
really rather shocking. Sluggish economic growth and payroll tax increases
both contribute to this continuation of inflation.

Faster growth would bring with it productivity gains that will help reduce
inflation. Other steps are also necessary: Stronger Presidential backing for
the Council on Wage and Price Stability; firmer anti-trust enforcement; the
establishment of food reserves; and many other steps. The President seems
strangely silent in these areas, but we in the Congress must not let the
struggle for price stability be abandoned or diminished when we are not yet
half way to our goal.

Thank you for giving me this opportunity to appear. I will be glad to
answer questions.

TABLE 3.—COMPARISON OF RECENT FORECASTS

1976 1977
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Sources: JEC—forecast underlying staff report of Dec. 22, 1975, ““An Economic Evaluation of the Current Services Budget,
fiscal year 1977.” Wharton—con-rol forecast of Jan. 5, 1976. IéM—erecast of December, 1975. DRI—Data Resources,
inc. Control Forecast, January 1976. Administration—Budget of the United States Government, Fiscal Year 1977, p. 25.

Representative Borrine, Now, I have, I think, a relatively small
request. If it is too complicated, just tell me and we will forget it,
but I would like you to supply the committee with something. I
had something to do with that act that was passed in 1974, that
Budget Act.

Mr. Ly~nw. Yes, sir, you certainly did.

Representative Borrixe. And one of the things that concerns me
and honestly concerns me is the relationship of that act to the
theoretical precise implementation of the President’s budget.

That act has a series of limitations and reservations and so on.
And if it isn’t too much trouble, I would like you to supply the
committee with an outline of what would have to be done by the
congressional committees in what time to accomplish the recom-
mendations of the Budget Act. Now since I ask for it, I do not
believe that it would be an intrusion on your business. And my reason
for asking for it is that I think—and I haven’t had a chance to
study it enough to be sure—but my impression is that the speed
with which reductions would take place from what would otherwise
be the expenditures based on the current services estimates is such
that it would be extraordinarily difficult, just in terms of reality,
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to achieve it if we wanted to. I wouldn’t want to suggest that I
wanted to do—

Mr. Ly~w. I understand. .

Representative BorLing [continuing]. Every one of the things
that is in the President’s budget, but I think that would be enor-
mously helpful, because I found that very few people have thought
of it in those terms. And the Budget Act, I think, if we are able to
implement it—and I think that is a very serious question now with
the kind of opposition that we have had from a variety of places,
at least in the House of Representatives—it puts some limitations
on the appearance of the reality of the facility with which the
Federal Government as a whole can change its spending and taxing
policies. I believe that sort of accidentally we are already on some-
thing like a 2-year cycle, instead of a 1-year cycle and perhaps more.
And I don’t think we are being frank with the American people as
to what our problems are.

But, my-question is just that. And I don’t want you to try to
answer it now, obviously, and I don’t think it is too onerous a burden
to ask, because I think it could be very helpful.

Mr. Lynw. I think so, too, Congressman Bolling. We will do our
best to do it. That is one of the reasons why the President said we
have to get this legislation up here very quickly. We will get you
such a schedule as best we can prepare 1it.

[The following information was subsequently supplied for the
record :]

The Administration is making every effort to ensure that legislation affecting
the budget is submitted to the Congress soon enough to permit its considera-
tion under the new congressional budget procedures. The Administration is
submitting 79 bills that are directly related to the budget. By mid-February
some forty of these had already been submitted to the Congress. Nearly all
proposed legislation affecting the 1977 budget will be submitted to the Congress
by the end of February. This should give the appropriate committees time to
consider the Administration’s legislative proposals prior to their reports to
the Budget Committees that are due March 15. It should also provide enough
time for the committees, where necessary, to report new authorizing legisla-
tion by the April 15 deadline called for under the budget act.

Mr. Ly~w. Incidentally, let me just repeat, as I do every occasion
T can, we want to do everything possible to help in any way we can
to make the budget process work up here.

Representative Borrine. Well, at some point, I will probably
personally take advantage of that and call you up and personally
suggest ways you can help us.

Chairman Huxpnrey. Congressman Brown of Ohio.

Representative Browx of Ohio. Thank you very much, Mr. Chair-
man,

Mr. Lynn, it is good to have you before us. I just want to make
some observations, and then direct a question to you.

The President passes no laws, nor does he appropriate any money.
Congress does both of those things. In the case of the budget, as
is normal, he merely proposes and then Congress disposes. Now, the
way the Congress itself has disposed over the last few yers: In fiscal
vears 1975, we had a $56-billion increase in Federal spending, and
we had a $53-billion deficit; in 1976 we had a $49-billion increase in
Federal spending and we had a $76-billion deficit estimated at this
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point; and for 1977, without the reduction of the $28 billion—and I
am sure from this morning you recognize there is some opposition to
it—we would have a $49-billion increase in the spending again, and
a $43-billion deficit, even with your reduced increase in spending.

My comment is that the President talks about holding down spend-
ing increases and cutting taxes and about trying to reduce the deficit.
Everybody gets very excited. The stock market goes us. People
regain confidence and start spending their money again. We get
predictions that the recession is coming to an end, although too
slowly, of course. I just think that is all very naive. I think it is
terribly naive on the part of the average citizen and on the part of
the administration. This Congress is very unlikely, particularly
with half the Senate running for President and a good part of the
House running for the Senate, and some people even running for
reelection, to be able to hold the line on the budget.

Yet, on page 28 of this budget, you have this same optimistic
chart that keeps showing up every year in the budget book; namely,
that anticipates receipts going up and outlays being leveled off.
Then somewhere out there in the cloudy future, you have a predic-
tion of a balanced budget and a surplus.

I don’t want to use any southern Ohio colloquialisms, but isn’t
that a bunch of malarky?

What happens if we don’t hold down Federal spending increases,
which I think, given the kind of reaction we have seen this morning
is almost purely predictable? Where do we go? What steps can we
take in the future to achieve a balanced budget or do we just con-
cede that we are not going to have a balanced budget and that we
are going to continue to play around with deficits that range from
$43 billion to $76 billion in one year. What happens to our interest
rate on that basis? I am referring to the interest rate that is needed
to start small businesses and expand factories for jobs and build
houses. What happens to how much of what we pay of taxes goes
3'1ust tc; carry the Federal debt? What happens to the future of the

ollar?

Can I go out and buy some German marks now, or should I wait?

Mr. Ly~x~. You ask what happens and ‘

Representative Brown of Ohjo. I mean, what is really going to
happen, and not all of this stuff. I mean, not all this rosy-glasses
stuff. Let’s look at the truth in the Congress and—

Mr. Lynw. I have never been known as either a Pollyanna or a
Calamity Jane. ,

Chairman Houmeurey. What was that?

Mr. Lyn~. A Calamity Jane,

Chairman Humrerrey. Well, good.

Mr. Ly~~. But I will say this, Congressman Brown, I have a
great deal of confidence in the people of this country.

Representative Brown of Ohio. So do I, but they are not in the
Congress.

Mr. Ly~nw~, Oh, but wait a minute. The people of this country can
understand things in ways that sometimes we don’t give them enough
credit for. I have a feeling that if Congress just rejects the Presi-
dent’s proposal and goes its merry way of increasing expenditures
as it has In recent years, that if the Congress decides the way to

74-582—76—0t. 1—7
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get us out of the recession is by Government jobs of various kinds—
and not job of choice, but short-term employment jobs—that the
American people will speak to this.

Representative Browx of Ohio. Let me just answer that. They
spoke, but only 38 percent of them spoke in the congressional elec-
tions of 1974, and 62 percent of them, I think, have written us off,
or at least they didn’t participate.

Now, my question is that given that kind of participation in
the elective process and given the results we got in the last election,
the direction we are going to take is not the direction you paint in
this book. Now, if we follow the direction we followed in the last
few years, my question is, Where are we headed?

Mr. Lynw~. Toward England, toward “stagflation.” If Congress
continues the way it has in the past, wanting to show that it cares,
but the way it shows it cares is by adopting one new program after
another, then you are headed for the kind of economy that England
has.

For instance, as housing remains in the doldrums, the Congress
will then come up with a national housing corporation that will
make GNMA and FNMA look very small. Whether we call it the
people’s housing corporation or something else, it will provide what
credit there is for housing and everything else. The taxpayers will
be paying for it. Housing will never be growing the way it should.

If we have trouble in the steel industry, then we will have to
invent some new Government financing device to deal with that.
We will find ourselves just where Europe has found itself. Inci-
dentally, some of the countries are pulling back from it. We will
find ourselves where the United Kingdom is, unfortunately, now.

Representative Brown of Ohio. Where 50 percent of the economic
decisions are made by the Government?

Mr. Lyny. That is where we are headed, unless we turn this
current trend around. If you include Federal decisions by way of
regulation, and what we are doing to the consumer through regu-
lation and overprotection, it’s even worse. The proof that we have
damaging overregulation appeared when the President made his
proposals for regulatory reform of airlines, and trucking. You heard
screams from certain sectors of those industries, because they’ve
got it kind of cozy now. They have protection now. Price competition
1sn’t there, and price competition is the thing that keeps rates down.

Whenever we see a problem, some say we need a new Federal
Government program. If you don’t believe me, here is the catalogue
of Federal domestic assistance programs. We were at 100% when
we printed this 8 months ago. It is obsolete. There are over 20 more.
There have been 20 more added to this book. It keeps growing. The
way Government has traditionally shown that it cares for the
American people is by adding money and adding programs. I think
the American people have awakened to this.

Representative Brown of Ohio. My time is up. One criticism we
already heard this morning is that you don’t have any new programs
in that budget, so what’s the matter.

Chairman Humparey. Senator Proxmire.

Senator Proxyire. Mr. Lynn, I just want to join the other mem-
bers of the committee that commend you in your adroit and
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articulate defense of the administration’s position. And with part
of the philosophy of the administration’s position, I agree. I think
the Government has grown too big, too insensitive. I agree with you
we can’t solve our problems by throwing money at them. I think you
are also wise in pointing out that we can’t make as much of a cut-
back as we would like to make and balance the budget this year. It
has to be done over a period of time.

I would also feel, however, that any argument that a more ex-
pansive fiscal policy would be stimulative, would be so stimulative
as to be inflationary; I think that is very unrealistic; and that any
kind of analysis of the status of both capacity and employment and
availability of resources would indicate that wouldn’t be a source
of inflation. Inflation may get worse and, in fact, there is lots of
indication that it will.

What T am concerned about in your budget relative to that is
the cavalier attitude the administration, and particularly the Office
of Management and Budget seems to have towards the weak inflatiom
fighting instruments that you have. For example, the Antitrust
Division is one that most people feel can be useful in combating
inflation. Certainly, over a long pull, it can be. The Department of
Justice came to the Office of Management and Budget requesting
20 new lawyers and 81 nonlawyers. You cut that down to only 3
lawyers and 17 nonlawyers. I think it is evident to all of us that
when the Department of Justice goes into battle against these large
corporations, they are badly outmanned and outgunned, because they
don’t have the personnel, they don’t have the experts compared to
the people they are up against. How do you justify that kind of
cut, when the President has indicated he believes strongly in anti-
trust eenforcement, and recognizes that as an element in holding dowm
prices?

Mr. Lyxw~. Let me—and this shouldn’t come out of the Senator’s
time—but we have put out a book called “70 Issues.” I urge every-
body to read at least the preface, because it has a mea culpa in 1t.
There are probably things wrong with it, but we tried to use it this
year as a bridge between the terseness of the budget and the budget
appendix, which is written for the expert in each little area. We
tried to make it something that explains a good deal of the issues. .
I will just, in passing, refer you to page 157, that deals with just
your question. We do believe there are significant increases reflected
in this budget for both the Antitrust Division and the Federal Trade
Commission. What you have to look at is not merely the change
from 1976 to 1977, but also the increases in the Antitrust Divisiom
over the last couple of years, which have been quite large.

The President has made himself very clear on antitrust enforce-
ment, He believes that it is an important complement to reliance om
the private sector. You must have competition.

Senator Proxyre. Well, why not put your money where your
mouth 1is?

Mr. Lyxw. The problem is—well, let’s take energy. We all conecur
that it is a major priority, right? I won’t tell you now how much
ERDA requested for additional people. I have never yet seen a
department that doesn’t request more and more and more. I take thag
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back. T have seen one or two. I will not mention which ones they
were this year. A few, recognizing the spirit of what the President
was trying to do, made quite modest requests. .

Representative Brown of Ohio. You ought to mention them.

Mr. Ly~x. But, every department and agency of the Federal Gov-
ernment, year in and year out, asks for more and more. And just
because they serve an important objective doesn’t mean the figure
"they corne in with to us is right.

Senator Proxmire. Well, 1 appreciate that. There are areas, I
think, should be cut far more sharply. Certainly in the Pentagon,
the military -

Mr. Lyx~. Well, we would be happy to——

Senator ProxmIre [continuing]. And the space program.

Mr. Lynyx [continuing]. Show you, on antitrust, Senator, the
-yationale for the President’s recommendation. We have analyzed
the positions they have and the big cases they have—and you are
right, Senator, those cases really require large resources. We would
be happy to sit down with you and see whether or not you would
agree with the analysis.

Senator ProxmtrE. Well, let’s take the Council on Wage and Price
Stability. I don’t know what they requested. They may have been
given everything they requested. But, this is a terribly weak and
small agency to do the job of supervising wages and prices in a year
“when we are likely to get very large settlements, wage settlements,
that are very likely to be inflationary, especially with the Teamsters
-and the UAW. And you have a pitiful number of very able people
there. You have 25, I understand, or 26 professional or something
like that. About half of them are involved in trying to work with
the Government agencies and Government legislation to stem that
inflationary effect and about half in the enormous private sector.

We have heard a little bit from Mr. Moskow’s operation, but very
little. Now here is an area where it seems to me, with a small invest-
ment, you can make a real impact. We aren’t making that kind of
impact in voicing objections to unjustified price increases and wage
increases. And this year, those-could be very inflationary indeed.

We were told yesterday that last year the wage settlements aver-
aged 10 percent. This year, with front-end load, they could be
substantially more than that. That would have an adverse affect,
and T think you would agree, on expansion in the private sector. Here
again, why can’t we get more resources at work in this limited area?
Th&_aﬁ'ect on the budget would be infinitesimal. The effect on the
public

Mr. Lyxn. Let me say just a few things, if I might?

Senator Proxmire. Go ahead.

- Mr Ly~n. First of all, there are people who try to reach me to
complain about what the Council on Wage and Price Stability is
-doing in various industries. That is a little inconsistent with what
you said. There are some people out there who are very unhappy
“with the strong positions Mr. Moskow and his staff have been taking
in various areas.

Senator Proxyire. Not enough.

. Mr. Lynn. Of course, that is a judgmental decision. I am sure
Mr. Moskow has plans in this regard. Now Senator, we look very,
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very hard at the employment numbers in the Executive Office of.

the President. We look awfully hard at those numbers, including our
own in OMB. And I must say that part of the problem in this regard
is the kind of debate that occurred on the House floor and the Senate
floor when we were trying to get an authorization bill for the

Executive Office of the President. We heard tremendous rhetoric
about how President Ford is trying to expand the White House,

staff. Now, people can’t have that both ways. 1f people are willing
to stand up and be counted and say that you do need more people,

or if they even take the position of the chairman of the Appropria-.

tions Subcommittee and say let the President have to stand before
the American people on whether his staff is too large or too small,

just the way we have to with our own staffs here on the Hill, well,.

that is one thing. .

But we believe that in terms of financial responsibility, and of
doing a good management job—and that is our main aim—we believe,
and the President believes, that the staffing requests are reasonable.
Of course, there are various places that could effectively use more
people. But you should always try to hold a balance between the
taxpayer’s dollar and that marginally increased effectiveness that
you might get if you had some more people.

Incidentally, on your 17 nonlawyers, as opposed to 3 other people,
I don’t think Paul O’Neill agrees with that.

Mr. O'Ner. No, I do not. Senator, page 496 of the budget ap-

pendix states that the average paid employment in the Antitrust -
Division in fiscal years 1975, 1976, and 1977, respectively, were 676

persons, 792 persons and 852.

Senator Proxmire. No, I am talking about the fact that the Justice
Department requested an adition of 20 additional lawyers and got
3; and requested an additional of 81 nonlawyers, and they got 17.

Mr. O’Newr. I do not, frankly, remember what they requested,
but I can tell you that the Office of Management and Budget cannot
direct what the composition of that employment would be. I must
say I also find it very hard to reach your conclusion, Senator, from
the numbers here, because the amount of money for direct personnel
compensation for the Antitrust Division in fiscal year 1977 is going
up over $1 million. :

Mr. Ly~w. From 1976 to 1977.

Mr. O’Nerr. From 1976 to 1977. And it does not sound like a very

few number of people.

Senator Proxmire. My time is up.

Chairman Humparey. Congressman Hamilton.

Representative Hamivron. Thank you very much.

Mr. Lynn, I appreciate your observations this morning, just as
my colleagues have. You said on several occasions that the budget
message of the President is very important. I am struck by the
first paragraph of that message. I am struck by one of the sentences
that says: “That the budget reflects the President’s sense of prior-
ities.” And, I think, we all know that, of course, is part of any budget.

But, as you look through this budget, the thing that impresses
me with regard to those priorities is that it is only in a single area

that the President has chosen to increase this budget substantially,
and that is defense. I think there may also be increase in energy,
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which all of us concur with. But, in all of the civilian areas of the
government, but certainly in those areas where we provide govern-
mental services to people who are in the low-income and lower
middle-class areas, you have reductions. .

And so the question is: Is this the signal that the President wants
to send to the people of this country that when you look over all
of the needs that we have, we are going only to increase the defense
budget and you are not going to increase those portions of the
budget that the chairman was talking about a little earlier this
morning ; namely, those that relate to human services? )

And you say in this budget message that he reflects his best judg-
ment on how we must choose amongst competing interests. And
we know those are very difficult judgments and appreciate that.
But, the thing that jumps out of the figures to me is that after the
President has made those decisions, he has come down on the side
of substantially increasing the defense budget and holding back on
almost everything else.

Mr. Lyx~. My problem is I can’t agree with your premise. I think
that is not true. If we took just payments for individuals, the dollars
are up 9 percent; if I look at housing payments, they are up 23
percent; if I look at energy research and development—and you did
mention energy—spending is up 30 percent. Nonmilitary research and
development across the Government is up 9 percent; community
development blocgrant outlays more than double; Equal Employment
Opportunity Commision is up 8 percent. So, on for page after
page—

Representative Hamrurox. Mr. Lynn, the studies of this commit-
tee suggest that the President is asking for a 7 percent real increase
in the nonpay portions of the military budget and at the same time
imposing a reduction in the civilian budget of about 3 percent.

Mr. Ly~x~. By “civilian” you mean all other function of the Fed-
eral Government except for defense?

Representative Hanmiuron. I think we mean those portions of the
budget that really relate to human services.

Mr. O’Nern. Congressman, I think as Mr. Lynn has said on many
occasions, I think one cannot just look at the summary numbers in
this budget and make what we consider to be a correct interpretation.
You really have to look at the details of what is happening, pro-
gram by program. And I think, just to give you some numbers, be-
eause you asked, referring to HEW, I think our formula is very
well made. In 1975, the actual spending for that agency was $112.4
billion. By our best estimate, in 1976 it is going to be $127.7 billion.
And under the President’s recommendations for 1977

Chairman Humpurey. By the way, doesn’t that include the social
security increases? You are not Santa Claus in that one. You have
been ordered by the courts

Mr. O’Neir. I would be very happy to give you the Federal
funds figures for HEW ; those are impressive—for 1975, $37.3 bil-
lion; for 1976, $41.7; for 1977, $44.3. Those numbers are not going
down. They are going up. And I respectfully would suggest to vou
one of the single most important programs we have is social security.

Chairman HumpareY. Right.
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Mr. O’NEmLL. So when I talk about HEW, I always include social
security.

Chai};'man HumpHREY. But we directed you to do that. You are
not being a nice fellow. We had to beat you over the head. )

Mr. O’'NerLL. Senator, I was in OMB when you were the Vice
President and was part of that process that led to the unified budget.

Chairman HumpHREY. I mean the cost-of-living increase. I mean
we directed that. I am not talking about the uniform budget.

Mr. O’NEerL. I would say it is the statute—

Chairman HumpHREY. Yes, the statute. And you tried not to do
it last time.

Mr. Lyx~. Well, the Chairman is right, Mr. O’Neill, in that
regard.

ti{epresentative Browx of Michigan. Under the Budget Control
Act, from now on they are directed to spend everything that we
dictate. In effect, they have no discretionary authority.

Mr. Ly~~. But, I would like, if I could, to put in a word for
defense. The Budget in Brief this time, I think, compares apples
and apples. I was worried as to past budgets. They talked about
the growth in domestic programs as an increase in constant dollars,
and then switched to defense as a percentage of GNP. And my own
comment was that if you are going to talk about the domestic as-
sistance programs on the one basis, you ought to talk about defense
on that basis. But, I would refer you to the beginning of the budget
overview at the bottom of page 8 and the top of page 9 in the Budget
in Brief. It talks about payments to individuals and grants to States
and local governments, which rose over 500 percent in constant dol-
lars over the last 20 years. Defense, on a constant dollar basis,
declined 10 percent during the same period. The defense budget
this year, in constant dollars, is as low as it was in the early 1950’s.

Representative Hamiuton. Well, let me point out, in 1974 we had
a defense budget of $86.5 billion, and in 1976, it was $92.7 billion.
This year, it goes up to $100 billion. So that is a very rapid increase.
I recognize there are some needs for defense expenditures and am
not really quarreling with that.

My point was that I am under the impression, and I may be in-
accurate in this and there may be some difference between your and
the committee’s figures, but my impression is that the defense budget
is moving up very rapidly under the President’s proposals, and
that those portions of the budget designed for human services are
not moving up or, if they are moving up, they are moving up at a
much lesser rate than defense.

Now, let me make one other point with regard to priorities. You
have a list of tax expenditures in your budget. You've got electric
utility tax relief and tax deferrals for funds invested in stock pur-
chase plans and accelerated depreciation for investments and so
forth. In the budget yow've got investment tax credit made perma-
nent, and a corporate surtax exemption. All of these tax things in
here are again designed for one sector of the economy. You are trying
to help the private sector, business. You made that point before.
er. Lyx~. Because five out of six jobs are there. The jobs are
there.

Representative Hasrrrrox. Well, we are not giving any relief in
this budget to the fellow at the bottom end, it seems to me. You are
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not giving any relief to the guy who is really feeling the crunch
right now and is looking for money to pay his grocery bill this week.

Mr. Lyxx. I don’t know exactly what the total figure is. But if
you combine unemployment insurance and the public service jobs
that are in this budget, Congressman, and add food stamps, and
aid to families with dependent children, and social security, and
supplemental security incomes, and medicaid, and on and on and on,
it (iis a huge sum of money. It is by far the biggest piece of the
budget.

R%presentative Hamtrrow. All of your initiatives in this budget,
as I understand it, Mr. Lynn—well, not all of them, but a great
proportion of them—a great proportion are clearly designed for one
sector of the economy ; namely, the business sector. I am not critical
of that. They probably need some help. We know they do face some
problems. The electric utility does, for example.

But, there is no balance here, it doesn’t seem to me, in the initia-
tives that you have proposed in this budget. That is what comes
across to me. I may be mistaken on that. I want you to respond
to that.

Mr. Ly~w. You say “initiatives” and you mean new programs?

Representative Hamrron. I am talking right now about the tax
expenditures.

Mr. Ly~x~. Well, you did say we don’t have many new programs
on the domestic assistance side. You know, you are absolutely right.
We have 1,030 of them now that we are trying to——

Representative Hamruron. Well, we are talking about tax ex-
penditures, right now.

Mr. Ly~n~. In fact, we do have initiatives; they are initiatives
to cut down the number of programs. We have important initiatives
for blocgrant programs that we think are very important. We
think those are new initiatives on the domestic side that will help
people. That is what social services, title 20, is all about. It is about
helping people. Health services is helping people. And the funding
on those programs goes up, year to year.

Now, it is true we have made recommendations that moderate the
growth of those programs from what they would have gone in the
absence of new proposals. That is true.

Representative Hamirron. When you read the budget message of
the President—and you said over and over again those are the cen-
tral points he wants to make—you see

Mr. Lyx~. Indeed they are.

Representative Hamruron. In that message it talks about an in-
crease in the defense budget, an increase in energy, but there isn’t
anything in here at all that 1s directed at the fellow at the low end
of the economy.

Mr. Ly~w. I would say to you

Representative Hadirron. In the budget message, that is. If you
are talking about consolidation of programs, that is fine, if that
means more efficiency. But, the whole thrust of this budget message
isn’t in the direction of the people at the lowest income levels of
this country.

Mr. Ly~nw~. Well, one of the things that the President is doing is
recommending a budget deficit of $43 billion. He is saying to the
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American people “Remember last year, we made the reductions in
taxes. You will remember those reductions leaned toward the lower
income side.” I don’t think there is any doubt about that, as the tax
bill was passed in the Congress. The President is saying that.

Representative HamirroN. As the result of the imitiative of the
Congress, Mr. Lynn.

Mr. Lyw~. Well, we want to make those tax reductions permanent.
In order to accommodate making them permanent and to accom-
modate making permanent what you did before for middle income
persons, in order to help them somewhat more this time around.

Representative Hamirton. And you knocked out the earned in-
come credit. :

Mr. Lynw. Of course, and for a very good reason——

Representative Hammron. Which was a very big help to the guy
at the bottom.

Mr. Ly~w~. But it takes an expert like Mr. O'Neill to tell you
what you have done in that proposal, Congressman. The concept
may be one we ought to be working on, but the way I think it came
out, what with the $400 maximum and the phasing out at the $8,000
level and the interactions with aid to families with dependent chil-
dren, and SSI, and food stamps—well, it just doesn’t fit.

Representative Hamiron. It takes an expert like me to tell you
that 1t didn’t take money out of the pocket of the fellow at the bot-
tom end of the scale. .

Chairman Humrazrey. I've got to go down and vote. We have all
had one round here. I didn’t have any opening questions. I would
like to make a few comments.

This has been a very important session. I want to call your at-
tention to 2 memorandum prepared on January 26 by the staff of
the Joint Economic Committee that was sent to all members of the
Joint Economic Committee at my direction, and analyzes the budget.
We have had a big to-do here about numbers. And I am not going
to go over this business of uncertainty about numbers. We are going
to get agreement about numbers, because that affects judgment. I
want you to take this and analyze it, Mr. O’Neill, and whoever else
1s here and give us back your commentary. The least we ought to do
in this Government is start to agree about numbers. We are con-
stantly having this problem in every discussion.

- Mr. Liv~n. I couldn’t agree with you more.

Chairman Humpurey. Mr. Liynn, I want to just make a statement
here. In your comments, you show you are an extraordinarily able
exponent of the President’s philosophy. And you said what we are
asking for is the Government to do this and the Government to do
that and all we are interested in is the Government doing things.
The problem is that the Government does have an impact on every-
thing that happens, particularly when you have a budget that ap-
proximates almost $400 billion, which is a little over a quarter of
our GNP, which is about one quarter of our total gross national
product, and then add to that State and local governments. So you
see you have a big hunk of the productive wealth of this country. So
the Government does have an impact.

Now, Government expenditures have an impact on private life,
on the private economy. As 8 matter of fact, today Government ex-
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penditures in the field of health keep the health industry of this
country really going. I mean, it manages Johnson & Johnson and
Bauer & Black. These people have got people employed because the
Government is buying it, if only for the military. So the private
sector is directly related to the Government in a positive way. I think
what some of us are concerned about is that the private sector is
not going to be able to handle in 1 or even 2 years all of the jobless
people of this country. And the question, as I said yesterday, are
they going to be kept on the dole or are we going to find something
for them to do, instead of getting a computerized printout check?
Now, that is the way Hubert Humphrey looks at it. I just happen
to believe that when you’ve got long-term unemployment and par-
ticularly amongst the youth, where they never had any work ex-
perience and never had any work discipline and never get the ther-
apy of work and never know what it is to mean to work, then we
have a real problem. We have a problem.

As you know, we have a program in Government, and it is your
Government as well as mine, that simply says just stand in line and
get your stamps, or just stand in line and get your checks. Now, I
don’t want to be misunderstood. I think those are necessary tempo-
rary interim measures. But, the important thing is, do we have a
design to get people back to work. Now, there is nobody who can
come here and tell you you are going to get all of these people back
to work if you want to, in the next 2 or 38 years in the private indus-
try. You don’t even predict that yourself. You say that at the end
of 1977, you predict that at the end of 1977, 6.9, if everything is
jolly beans.

Mr. Lyx~. That is an average for the whole year; the end-of-the-
year figure should be a good deal better.

Chairman Humparey. But that doesn’t get to the pockets of un-
employment. So, I am not just a Government do this and a Gov-
ernment do that guy. I just happen to think Government has great
impact.

For example, why do each of us, as Congressmen and Senators,
want to get a Government installation in our city or State? Because
it generates private income. The important thing is that people get
a check for doing something and not get a check for doing nothing.
That is what is important. When the GSA has an office in Minne-
apolis, we like it, because people get a check and they spend it in
the grocery stores, in the supermarkets, in the garage or wherever
it is. It is all getting back into private hands. The velocity theory
of money exists.

So the budget does affect jobs. Very definitely.

More importantly, we have the reality that the only way any-
body is going to get a job is if the Government provides it. That
js what Arthur Burns, bless his heart, has come around to saying:
That the Government has a responsibility as employer of last resort.
That is Mr. Burns, now. We may disagree on how much they ought
to be paid, but Mr. Burns at least has come around far beyond
where you come by saying there ought to be a Government program.
And he doesn’t say it is impossible. Arthur Burns says you can do
it now. He spoke down in Atlanta. I put his speech in the record.

Second, talking about deficits, there will continue to be deficits
until the country gets back to work. These deficits are not because
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somebody up here is a wild hare. These deficits are because the
social costs due to the recession and due to inflation. Many of these
increases that we are talking about in the budget are only due to the
fact that there has been inflation. You just have to run like the
devil to stand in place. So that when you add to the inflation, plus
the high interest—and isn’t it interesting that during World War IT
we had short-term financing of one-fourth of 1 percent interest,
when 50 percent of the total GNP was going into the budget. We
had one-eighth of 1 percent for 80-day notes during a time when
50 percent of all of our production was going into the budget. X
mean 50 percent of all our deficit was.

Now, why is this? I think somebody has to think about what has
happened to us during this period of time. If it was deficit financing
that caused high interest, my dear friend, then the interest should
have been 200 percent during World War II, because we had more
deficits at any time in our history relating to GNP then, but the
interest rates were down.

Now, you say the Government is too big? I tell you what I want
you to do. I agree the Government is too big, but I want you to give
me a list of all the programs that you want abolished, Mr. OMB
Director.

I want you, on behalf of the administration, to give me a list of
the programs to be abolished. I want you to give me the impact omn
the economy, the impact on the groups and on the sectors of the
economy, the impact statement. When you list them out, I want
vou to ask yourself as to the regulations, who writes them, It is not
God. They are not part of the Dead Sea Scrolls. You hired a lot
of lawyers over there to write them. You write a lot of them your-
self in your office. Congress dosn’t write these regulations.

P’ve got an idea. Why don’t you put Nelson Rockefeller in charge
of a commission to defuse the regulations? Why don’t you erase
them? Here are a lot of erasers on these pencils. They can all be
erased. There isn’t a single one of them divinely ordained. Every
single one of them has been written by a lawyer or somebody in the
Govtlarnment, and they can all be unwritten within the terms of
the law.

Mr. Lyx~. Therein lies the trouble; within the law.

Chairman Humpurey. Within certain limits.

Mr. Ly~N. And the way the courts have construed—-

Chairman Humpnrey. Now, wait a minute. Let’s not take the
courts apart. You disassembled the executive branch of the Govern-
ment and the Congress today. Let’s not do that to the courts.

Mr. Lyxw~. T am not criticizing the courts.

Chairman HumpHREY. You are going to have some kind of a
theocratic anarchistic society around here very quickly. This busi-
ness of the heads of Government coming in here and condemning
government I resent. I don’t happen to think that government is a
blessing all the time, but it is a necessity.

Mr. Ly~~. No one has ever disagreed with that.

Chairman Humpurey. Well, but every time I hear the present
occupants of the executive branch, they are constantly telling us
the Government is no good, but they tell you the State and local
%overnments are good. Who has been raising the taxes? Not the

ongress. We haven’t raised any taxes for God only knows when.
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-But, I tell you what they are doing. They are putting 8 and 9 per-
cent sales taxes on people and putting property taxes on people.
Government is government, Mr. Liynn, and taxes are taxes. And it
doesn’t make a lot of difference whether it is paid to the Federal
Government or the State and local governments.

Now, I want you to tell me what your budget will do to the State
and local governments. And by the way, that is the most regressive
.kind of taxation.

Mr. Lyw~w, It is here in—

. Chairman Huxparey. Well, you give us more precise examples of
it, because I could run you down a whole list here, as what this
budget does to State and local governments. I have a list of them I
am going to send to you.

Now, your social security taxes, what will that do to State and
local governments, because they both pay that and pay unemploy-
ment compensation. What about the reduction of Ifederal support.
on water pollution abatement programs?

Mr. Ly~~. Up 60 percent.

Chairman Humerrey. What about cutbacks in mass transit oper-
~ating subsidies, which will force additional expenditures.

Mr. Ly~n. Noj there are not cuts, just a limitation. Mass transit
‘funds in general are increasing.

Chairman Humparey. What about changes in contributions made
by the State and local governments and the unemployed compensa-
tion fund and so on. I think it is imperative that we get the total
picture, because as far as the citizen is concerned, he 1s not just a
citizen of the Federal Government; he is a citizen of the township,
.the county, the city, the State; and all over America State and local
governments are doing two things: Cutting people off and trying
to reduce their costs and raise taxes. And when the Federal Govern-
ment has to come in and chop it up even more, it hurts.

Now, I’ve got to turn this over to Senator Proxmire. I will be
back. You can go after him while I am gone.
 Senator Proxmire [presiding]. Do you want to wait until the
“‘Chairman comes back and respond ?

Mr. Lynw. T made some notes.

Senator Proxnire. Are you next, Congressman Brown?

Representative Browx of Ohio. Go ahead.

Representative Browx of Michigan. Well, I could attempt to
.answer a little bit of the Chairman’s questions. It seems to me the
_extent that you are advocating a $10 billion reduction in Federal
taxes, that you raise $10 billion back there, so that the States can
pick 1t up, so it is not going to cost the taxpayer a cent. You've got
your increase in the community development fund. And I would
suggest that one thing that would help a lot in the cities and State
of Michigan at least is for this Congress, and especially the majority
party to move along general revenue sharing. That is a rather sig-
nificant thing. So, I don’t think we ought to say what this budget
is doing, but what this Congress is doing to the States and localities.

Mr. Liyxx. That is an extremely good point, and I should have
_made it, because I worry about general revenue sharing and where
"it is right now.

Representative Broww of Michigan. Furthermore, with respect
_to the regulatory aspects of things, I quite agree. I agree with the
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Chairman in onc regard, in one respect, that is, it seems to me with

- every statute we pass, if a regulator can write tougher regulations
than the statute demands, he will do it. Rarely do they underregulate
in their interpretations of the statutes. But, the unfortunate thing is-
that you find that when a rather relaxed regulation comes out and
someone doesn’t seem to be quite covered and protected by the stat-
ute because the regulation isn’t strict enough, then we have 1.000
oversight committees bringing those people in and saying “Why
didn’t you do this?”

I serve on the Government Operations Committee and the Con-
sumer Monetary Confidence Subcommittee, thank goodness, at least
in one respect. You talked about the Settlements Procedures Act
and we were able to get the Congress finally to accept the fact that
there was overregulation and there wasn’t a benefit that was com-
mensurate with the cost. We talk about the cost of it to the industry
in time and so forth. And I am glad that Senator Proxmire gave us
some help on that.

I just wanted to say that T have some questions, but unfortunately
I rcacted so to what the Chairman was saying that I forgot the
substantive I had. I would just like to say that, Mr. Lynn, it is a
pleasure always to have you before this committee, which I serve on.
And T think this committee, along with other committees of Con-
gress, would be unanimous in saying if there are bright spots in the
administration, you've got ot be one of the bright spots.

Senator Proxmre. Congressman Brown of Ohio.

Representative Brown of Ohio. I just wanted to get one sub-
stantive question in. I have always had a terrible time figuring this
book out. But the subject was raised a few minutes ago that an
increase between 1975 and 1977 fiscal years——

Mr. Lynw. 19752

Representative Brown of Ohio. Yes; and an estimated one for
1977: an increase of expenditure for the executive branch of the
Government ‘and the expenditure for the office of the President and
the Executive Office. Can you tell me what the increase is? Can you
tell me what the relative costs are?

Representative Brow~ of Michigan. Would the gentleman yield?

Representative Brown of Ohio. I would be glad to.

Representative Browx of Michigan. I have been jotting down
figures, not including the whole executive branch, because that
includes .

Mr. Ly~~. Do you want the Library of Congress included in the
legislative branch number?

Representative Brow~ of Michigan. The Library of Congress.
But just looking at the budgets for the two Houses and their joint
operations, we went from $343.9 million in 1975 to $436.4 million
in 1977, which is almost a $100 million increase.

Representative Browx of Ohio. I think we ought to include the
Library of Congress. '

Representative Brown of Michigan. Well, I was trying to restrict
is so we can pinpoint it more, which means you had about a 30 per-
cent increase. It is about $100 million. So, you had about a 30 per--
cent or better increase.

Mr. Ly~nw, It is about 32 percent.




104

Representative Browx of Michigan. Thirty-two percent?

Mr. Lyn~. For the whole legislative branch.

Representative Brown of Ohio. For the whole legislative branch
itself, it is about a 32-percent increase in 2 years; is that right?

Mr. Ly~nw~. Yes.

‘Representative Brow~x of Ohio. What is it for the executive
branch?

Mr. Lyx~. Well, for the Executive Office of the President, it is a
decrease, but we would have to calculate it for you.

Representative Brown of Ohio. Well, now you can see that is why
I suggest that you are too optimistic about your surplus or even
your balanced budget. Increasing the legislative branch figures by
33 percent in 2 years gives you some idea of our consideration of
the question of government spending. I just think that is sort of
prima facie evidence of our inability to control ourselves. Well, I
cuess that is all in the family.

Mr. Ly~~. For the record, Congressman Brown, the decrease in
the Executive Office of the President over the same 2 years is about
21 percent. )

Representative Browx of Ohio. Could you give me the raw figures;
27 percent? Go ahead.

Mr. McO»mer. The figures dropped from $92.8 million to $72.9
million.

Mr. Ly~x. Now, again

Representative Brown of Ohio. Wait a minute. Do you mean for
the Executive Office? That is why I have difficulty reading these
things. I’ve got a figure here, and let me relate it to that.

I looked at all of the

Mr. Ly~x~. It does include the construction outlays, too, and one
of the things that

Representative Brow~ of Ohio. Well, funds appropriated to the
President, now that is something else. Isn’t 1t?

Mr. Ly~~. How much is that? Can you add that up?

Mr. McOnzer. Well, if we just look at the amount appropriated
for the Executive Office, rather than at the spending, it moved from
$75.6 million in 1975, down to $72.9 million in 1977; a smaller
decrease.

Bepresentative Browx of Ohio. No, I wanted the obligations of
what was actually expended.

Mr. Ly~x~. The outlays?

Representative BrowN of Ohio. Is that what OL means? That
goes from $92.8 million down to $72.9 million. Now, I included funds
appropriated to the President, but that is not, I gather, an appropri-
ate addition, because that includes the regional development pro-
gram, et cetera. Those are congressionally mandated programs the
President spends funds on.

Mr. McOmBer. That is correct. It is simply a technical category.
That category, “Funds appropriated to the President,” does not in-
clude the operations of the President’s offices and staff.

Representative Brown of Ohio. So, the President has reduced his
shop 28 percent in 2 years and Congress has increased their shop by
82 percent?

Mr. Lxxw. It certainly looks that way. If we find that is wrong,
why we—
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Representative Browx of Ohio. I wish you would give me the
figures. Because my constituents keep asking me, “Congressman,
what have you been doing for me lately?” And I would just like
to know what Congress has been doing to them and what the Presi-
dent has been doing to them, just in that one little category, because
the rest of this stuff is all mandated by the Congress. And now the
President, under the new budget format, doesn’t have any choice as
to whether he spends and where. He must spend it, isn’t that correct?

Mr. Lyxn~. That is correct. The only place he has a bit of choice
is on items that are subject to appropriations, and that are not en-
titlement programs, and not interest, and not spending from pre-
vious obligations or contracts. And when you get down to that cate-
gory, it is about 25 percent.

Representative Brow~ of Ohio. Well, I would like to make a final
comment. I will go back to the days of the chairman of the commit-
tee here when Liyndon Johnson was President—when the President
had the right to withhold spending. I don’t want to go back with
him to 1936 and 1937, but I do want to go back to the days when
the President had the right to withhold spending, because it seems
to me that he has reached the pinnacle of political success. Perhaps
there would be changes of personal attitude, but if the President
had that today, he could at least have the opportunity to have the
guts, to have the personal economic and political integrity to try
to hold down spending. Unfortunately, I haven’t seen that in the
U.S. Congress. I just don’t see the prospect that we will do it here.
It seems to me that we made a mistake in the legislation that denied
the President the right to withhold Federal spending that we man-
date by law, because if we had it, maybe we could get something
done in the Executive Office, as opposed to this legislative branch.
If you've got some examples, I would be glad to hear them.

Mr. Ly~w. I should say, Congressman Brown, that even if the
President had more freedom in impoundment, there would be very
limited room for him to influence the budget. When you take a look
at the so-called uncontrollables, that is, a combination of interest
on debt, contract obligations, and entitlement programs, and then
add Federal employee costs with even some real reduction of Fed-
eral employees, you are pushing 90 percent of the budget. He could
not impound funds for entilement programs. But, even so, more dis-
cretion on impoundments surely would help.

Representative Browx of Ohio. I appreciate that. The folks at
home, and at least I found this out at Christmas, suspect we are
part of the problem, not part of the solution to this whole situation.
I think the figures are evidence of that.

Senator Proxmire. Mr. Lynn, the newspapers this morning re-
ported that you have been overruled by the President on a $2.7
billion restoration funds for the Department of Defense; that you
had reduced the Department of Defense when they came before you
and then Secretary Rumsfeld appealed over your head to the Presi-
dent and the President restored the $2.7 billion over your head. Is
that report accurate?

Mr. Ly~nw. Senator Proxmire, I make it a point, in keeping with
a longstanding tradition and the rules of the Office of the President,
not to disclose publicly what goes on in any meetings with the Presi-
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dent or involving the President in preparing the budget. The budget
presented is his budget. It is true that OMB wins some and loses
some in our recommendations. OMB goes to the President with a
recommendation for each department, and the final figure decided by
the President is sometimes over that, and in some cases it is under.
But, I don’t feel it would be appropriate for me to comment on
whatever give and take there might be in a particular budget
recommendation.

Senator Proxmare. Do you deny that took place?

Mr. Lynw. I don’t feel 1t is appropriate for me to comment. I am
reminded of a client I used to have, who was in the merger business.
Whenever the stocks started moving, and the press called him, and
there wasn’t anything going on, he would always say, “That is just
not true.” Then when something was going on, he would always
say, “No comment.” The press caught on after awhile. It took me 2
years to train that client to say “No comment” in both cases. After
the press learned a couple of times that the old rules were off, we
got back to an even keel. I don’t think it is appropriate for me
to comment.

Senator Proxmize. Well, can you tell me how much the Depart-
ment of Defense requested? You provided in outlays $100 billion.
‘What had they requested ?

Mr. Lynn. My recollection is there are procedures where those
matters come before the Congress as part of the regular appropri-
ation proceedings.

Senator Proxmire. Would you tell us what it was?

Mr. Lyxw. I don’t think it would be appropriate for us to do so.

Senator Proxmire. If we get that in the regular procedure, why
can’t you tell me now?

Mr. Lynn, I think it should be told to you by the regular proce-
dure. Let me give you are example. Foreign assistance comes under
regular procedures, and is part of the presentation by the State De-
partment.

Senator Proxuire. Let’s see if I can get some information from
you on this matter of:

Mr, Ly~x. There are things that have their day and in due course
they will come.

Senator Proxyire. It was disclosed recently, or alleged recently,
and I have no reason to suspect the facts weren’t correct, that the
intelligence agencies of our Government all together—military, FBI,
and so forth—have $10 billion. This shocked me. I thought it was
about $6 billion. Those are the estimates I’ve heard before. Is that
$10 billion estimate right. B :

Mr. Lyxnn. I will not comment on that one for an additional rea-
son. The additional reason is that under the laws of the United
States, I am prohibited from telling you that that number in this
room.

- Senator Proxmire. What laws?

Mr. Ly~w~. The laws with respect to the confidentiality of the in-
formation as to what the intelligence budgets are.

Segnator ProxMire. Is it illegal for anybody to reveal that informa-
tion?
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Mr. Ly~~. That I don’t know. Al T know is when I went up to testi-
fy before the Pike committee, I was told that under the laws of the
land that it was inappropriate for me, and not permissible for me to
comment.

Senator Proxamre. Do you know whether or not——

Mr. Ly~x~. And I would say also, quite apart from that, I would
not, without direct instructions of the President of the United States,
reveal any figures with respect to the intelligence budget.

Senator Proxmare. Do you know whether or not the statement
made on behalf of the committee was illegal, or not illegal?

Mr. Ly~nw. I have no idea, sir. I would assume what they did was
legal. I would like to hope the people in the Congress of the United
" States will obey the law.

Senator Proxame. I understand you have about as much to say as
anyone in Government and perbaps more than anybody else in this
field, because you have to pass on some of these transfers. And I real-
ize you can’t give us any details and I don’t want to ask any details
about this, because I am sure the details, at least, have to be confiden-
tial. But, I would like to know, and I think it would be helpful to
know what kind of scrutiny you give the intelligence part of the
budget? How many Office of Management and Budget analysts do
vou have in this area? Would you tell us, roughly ¢

Mr. Ly~x~. I am not certain. I’ll tell you what I can do, Senator,
that I think would be most useful, is this line of inquiry was precise-
ly the same line of inquiry before the House Intelligence Committee,
chaired by Congressman Pike. And we set that out. And I think I
can provide you just exactly what OMB has done in the past in this
connection. And in that testimony are what the limits are and what
we do and do not examine and so on. I can provide you those num-
bers. It is a relatively small staff, but it isn’t that small in relation
to other functions of the Federal Government.If you take a look at
it, compared to social security or other functions of that kind, it, in
fact, looks large in comparison to the number

Senator Prox»ire. Are you saying you will tell us for the record?

Mr. LivwN. Yes.

Senator Proxmire. You will tell us how many people you have in
the Office of Management and.Budget assigned to intelligence?

Mr. Lynw, Yes.

[The following information was subsequently supplied for the
record :] , .

As indicated in Mr. Lynn’s statement to the House Select Committee on
Intelligence, there are six professionals in the OMB branch that deal with
the intelligence budget. Two points about this number should be noted. First,
the Intelligence Branch is not responsible for the so-called “tactical” intel-
ligence activity of the military departments, nor for intelligence-related
activities of “domestic” agencies, such as the FBI. These budgets fall within
the purview of the OMB units responsible for the larger agencies of which
they are a part—respectively, the military departments and the Department
of Justice. Second, many of OMB’s approximately 400 professionals do not
have assignments dealing primarily with specific agencies. Some are involved
primarily in economic analysis, some in the legislative coordination role
described toward the end of Mr. Lynn’s statement, and some are involved with

aggregate-level issues and analysis.
The statement follows:

74-582—76—pt. 1—38
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STATEMENT oF HoXN, JAMES T. LYNN, DIRECTOR OF THE OFFICE OF MANAGEMENT
AND BUDGET, BEFORE THE HOUSE SELECT COMMITTEE ON INTELLIGENCE, AUGUST
1, 1975

Mr. Chairman and Members: I am pleased to be with you today to discuss
the role of the Office of Management and Budget. I propose to discuss, first,
our general role and then focus specifically on our relations with the Intel-
ligence Community.

OMB'’s general role is comprised of three major functions:

First, we oversee and manage the preparation of the Federal budget.

Second, we work with the agencies to improve the operations of the Execu-
tive Branch.

Finally, we coordinate legislative proposals offered by the Administration
and the development of Executive Branch views on legislation pending before
the Committees of the Congress.

OMB BUDGET ROLE

There are four major phases in the budget process:

(1) Executive formulation.

(2) Congressional enactment.

(3) Budget execution.

(4) Post audit.

OMB’s principal role in the budget process is assisting in executive formula-
tion (step 1 above) and budget execution (step 3 above).

Congressional enactment is, of course, the responsibility of the Legislative
Branch, although I testify as appropriate. The post audit phase is handled
by the General Accounting Office as well as internal audit groups within the
various Government departments and agencies.

PREPARATION AND EXECUTION OF THE FEDERAL BUDGET

The President’s transmittal of his budget proposals to the Congress in
January or February each year climaxes many months of planning and analysis
throughout the Executive Branch.

Preliminary Steps

OMB staff, in cooperation with staff of the Treasury Department and the
Council of Economic Advisers, keep under continuous review the relationships
between Government finances and the economy generally. This review includes
study of recent conditions, as well as the future outlook. Consideration is
given to tentative assumptions on the economic environment, projections of
revenue expected under these assumptions, and the aggregate range of Govern-
ment spending levels.

In the late spring, the Office of Management and Budget conducts the Spring
Planning Review. Staff prepares estimates indicating a probable range of
spending for each of the major programs and agencies for the forthcoming
budget. In preparing estimates we draw upon our knowledge of agency
programs, agency estimates for particular programs, program evaluation ma-
terials and informal discussions with responsible agency budget and planning
personnel. We also develop information to relate program objectives to re-
sources requirements.

Paul O'Neill and I then review the fiscal and economic situation, the spend-
ing outlook, and the individual program, budget, and management issues posed
in the agency presentations. I then discuss our findings with the President,
and seek his decisions on planning guidance for each agency and department
80 that they may reshape their plans and prepare their budgets accordingly.
In fact, only a few days ago the planning guidance letters for the FY 1977
budget were sent out.

Compilation and Submission of Agency Budget Estimates

During the next several months agencies revise their program plans in
accordance with assigned planning ceilings and program guidance received,
and decide upon the budget requests they wish to make for the upcoming
budget. They compile schedules and supporting information in accordance
with the instructions prescribed by the Office of Management and Budget
(Circular No, A-11).
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A_genpy lgudget submissions are due in the Office of Management and Budget
Jbeginning in September. The submission covers all accounts in which money

is available for obligation or expenditure, whether or not any action by
«Congress is required.

Review of agency estimates in the Ofiice of Management and Budget

When the estimates are received in the Office of Management and Budget,
they are referred to the examiners assigned to the programs involved. All the
knowledge the examiners possess about the agency—whether based on long-run
analyses, field investigations, special studies, or conferences held with agency
officials—is brought to bear on the estimates at this time. The examiners must
be thoroughly familiar with the President’s budget policy and previous Con-
gressional action, as well as with the programs of the agency and their rela-
tionship to activities of other agencies.

The examiners give considerable attention to the bases for the individual
estimates: the volume of work on hand and forecast; the methods by which
the agency proposes to accomplish its objectives; the costs of accomplish-
ments; and the estimates of requirements in terms of supplies, equipment,
Sfacilities, and numbers of people required. They review past performance,
check the accuracy of factual information presented, and consider the future
implications of the program. They identify program, budget and management
issues of major importance to be raised for discussion with agency repre-
sentatives at hearings. The hearings, held in October and November, may
last only a few hours for a small agency, but often run into weeks for a
Jarge department.

After hearings are completed, the examiners prepare their summary of
the issues and their recommendations for my review. This so-called “Director’s
Review” provides an opportunity for me and my principal assistants to obtain
-an understanding of the agency’s program and budget requests, an analysis
of the significant issues involved, the relationship of the agency requests to the
Pplanning ceiling set for the agency as a result of the Spring Planning Review,
and recommendations as to budget allowances.

Budget Decisions by the President

Because of the scope and complexity of the budget, I and my principal
Aassistants meet frequently with the President to present major issues for
his decision as portions of the Office of Management and Budget reviews are
<completed during October, November and December. As soon as the President
makes his decisions, OMB notifies each agency head of the amounts which
will be recommended to Congress for his agency’s programs for the ensuing
fiscal year. After any appeals by the agency head to the President have been
settled, OMB completes the final preparation and printing of the President’s
Budget for submission to Congress.

Budget Ezecution

The Anti-Deficiency Act requires that the Director of the Office of Manage-
ment and Budget apportion, with a few exceptions, appropriations and funds
made available to the Executive Branch. This consists of dividing the total
available funds into specific amounts available for portions of the fiscal year
or for particular projects or activities. It is a violation of law (31 U.S.C. 665)
for an agency to incur obligations or make expenditures in excess of the
amounts apportioned.

The objective of the apportionment system is to assure the effective and
orderly use of available funds and to reduce the need for supplemental appro-
priatiens. It is, of course, necessary to insure flexibility if circumstances change,

Changes in laws or other factors may indicate the need for additional funds,
and supplemental requests may have to be transmitted to the Congress. On the
other hand, reserves may be established under the Antideficiency Act to
provide for contingencies or to effect savings made possible by or through
changes in requirements or greater efficiency of operations. Amounts may also
be withheld for policy or other reasons, but only under specific procedures
established by the Congressional Budget and Impoundment Control Act.

Progress on the budget program is reviewed throughout the fiscal- year at
successive levels, both in the agency and the Office of Management and
Budget. Periodic reports on the status of apportionments are supplemented by
‘more - specialized reports which relate accomplishments to cost. Shifts in the
agency bundget plans are frequently required to meet changing conditions—to



110

finance unforeseen circumstances or to provide savings where the workload is
less than was estimated or where increased efficiency vermits accomplishment
at less cost than was anticipated.

PREPARING THE INTELLIGENCE COMMUNITY BUDGET

I have spent some time providing the general backdrop of OMB’s process
of preparing the President’s Budget because the OMB role and process of
preparing the intelligence budget is essentially the same as that with respect
to the budget of any other Executive Branch department or agency. Let me
cite a few examples of this, particularly as it relates to the 1976 budget
process for intelligence,

1. The principal U.S. foreign intelligence activities are examined by a single
unit in OMB contained within OMB’s National Security Division and report-
ing to OMB’s Associate Director, Mr. Donald G. Ogilvie, who is responsible for
national security and international affairs, Under Mr. Ogilvie, this unit, con-
sisting of a branch chief and five professional examiners, reviews the budgets
of the Central Intelligence Agency, the Defense Intelligence Agency, the Na-
tional Security Agency, and those intelligence activities of the Army, Navy,
and Air Force that bear most directly on U.S. intelligency capabilities.

By way of a footnote, I should state that they do not examine the domestic
information-gathering of the FBI or other non-foreign intelligence-related activi-
ties. They also do not examine most of the military or force-related intelligence
activities of the Military Departments that are intended for wartime support
to military forces during operations. These activities are the responsibility of
other branches of OMB. .

2. The intelligence programs are examined in the same context and in the
same time frame as are all other Executive Branch activities. The current
and projected economic situation is considered ; pertinent Presidential guidance
on intelligence is taken into account; and the effectiveness of the programs
is analyzed.

3. During the 1976 budget formulation process, the Director and Deputy
Director held in-depth sessions with the Associate Director and the staff on
all these activities. Intelligence activities and programs were evaluated in
June of last year, major policy and program issues were identified, and
alternative long-range program plans were discussed. Guidance in the form
of a planning target for the Intelligence Community’s budget submission
was provided to the Director of Central Intelligence and the Secretary of
Defense in July of last year. We follow the same basic procedure each year.

4. After the budgets were submitted in October and reviewed by the OMB
staff, the Director and Deputy Director reviewed the total Intelligence Com-
munity budget in December. Then two meetings were held to review the issues
with the President who made the final decisions,

5. A final allowance letter was sent by the Director of OMB to the Director
of Central Intelligence and the Secretary of Defense informing them of the
funds included in the President’s budget for the Intelligence Community.

DIFFERENCES IN BUDGET PREPARATION WITH RESPECT TO INTELLIGENCE

The only differences between OMB’s role in the preparation of Intelligence
Community budgets and those of other agencies result from the sensitive
classification of the Intelligence Community budgets and the fact that part
of the Intelligence Community budget is subject to joint review of the OMB
and the Secretary of Defense. :

Because most.intelligence budget information is sensitive and classified, it
is not specifically identified in the President’s Budget. This is a legitimate
area for review, but it cannot be clearer that:

1. The Director of Central Intelligence, who by statute is responsible for
protecting intelligence sources and methods, has determined that most of the
budget information is classified, and

2. The Congress has consistently supported the view this classification of
intelligence budget information is appropriate, most recently in a Senate vote
of June 1974. :

Mr. Colby can provide more detail on this matter. As a result of the clas-
sification of most intelligence budget information, OMB, both in its relationship
with the intelligence agencies and in its relationship with the Congress. has
taken measures to protect this information, while ensuring that the Congress
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Ihas. thg requisite information so that it can perform its constitutional role in
reviewing the budgets of the agencies and in authorizing and appropriating
funds. for these activities. For example, the Director of OMB has by long-
.stand}ng practice sent letters to the Chairmen of the Appropriations Commit-
tees identifying the amount of funds the President is requesting for the
Centx_'al Intelligence Agency. These Chairmen annually have responded in a
'clz}ssxﬁed letter to the Director of OMB indicating Congressional action on
this request.

I shsould emphasize that the classification of intelligence budget information
-does not mean that Congress is uninformed about the cost, purposes, results,
-and effectiveness of U.S. intelligence activities. The Director of Central Intel-
ligence pestiﬁes annually on the Intelligence Community budget before both
the spgclal oversight subcommittees of the Armed Services and Appropriations
Committees. The Assistant Secretary of Defense for Intelligence, the Director
of the National Security Agency, the Director of the Defense Intelligence
Agency, and representatives of the Army, Navy, and Air Force also testify
-on their budget requests for intelligence.

Tpe second difference in OMB’s examination of intelligence activities in com-
Dparison to most other non-intelligence activities is related to the OMB joint
review with the Department of Defense. For those intelligence activities of the
Defense agencies—Defense Intelligence Agency and National Security Agency—
and of the Military Departments, OMB participates in a joint review of the
budget requests with the Office of the Secretary of Defense,

Let me briefly describe this process. OMB is a formal participant in the
Joint budget review and plays an informal role throughout the entire Defense
program and budget cycle. An outline of the program and budget review
calendar is as follows:

January—The five year Defense plan is updated by the Defense Comptroller
staff to refiect decisions made in the just completed budget review.

February.—The Secretary issues Planning and Programming Guidance, in-
-cluding fiscal levels, to the Services for preparation of the next five year plan.
These planning levels have historically been higher than those identified in
the President’s Budget. While OMB has no formal role at this stage, there
may be input from the OMB Director to the Secretary regarding appropriate
fiscal levels.

March-May.—Based on the Planning and Programming Guidance, each Service
:submits a Program Objectives Memorandum which proposes a five year force
structure and resource plan.

May-August.—The Program Objectives Memoranda are reviewed by the
Office of the Secretary of Defense staff, principally the Program Analysis and
Evaluation staff with inputs from other components of the Office of the Secre-
tary of Defense. The culmination of the reviews are Program Decision
Memoranda issued by the Secretary to the Services which provide both pro-
grammatic and fiscal modifications to the Program Objectives Memoranda.
The focus of the May-August review is the whole five year period, and the
emphasis is on forces, deployments and operating rates. In general, OMB
monitors the process and may introduce or critique issues. OMB staff studies
may be reviewed by Defense staff at this time and may form a basis for
Program Objectives Memorandum issues as well as budget issues at this stage
of the process. The historical OMB role has been to maintain an informal
presence. reserving a formal role until later when the OMB Director and
‘the President are personally involved.

September—The Services prepare a budget submission based on Program
Decision Memoranda guidance.

October-December (The Joint Budget Review).—The Services submit hudgets
for “joint” review by the Office of the Secretary of Defense and OMB staff.
‘The joint review is unique to Defense, involving OMB staff working jointly
with the DOD staff in reviewing the Service estimates for the Secretary.
‘The function of the joint review is to (a) price out decisions reached during
the preceding Program Objectives Memoranda review; (b) allow the Secre-
‘tary to reconsider decisions made in Program Objectives Memorandum cycle;
(¢) introduce new program issues. OMB program issues are formally intro-
duced at this stage of the review process. The decisions made by the Secretary
of Defense in the joint review form the final budget submission to OMB.

This basic joint review procedure is adhered to with respect to Defense
intellicence activities. It culminates, of course, in the final decisions by the
President.
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DIFFERENCES IN BUDGET EXECUTION WITH RESPECT TO INTELLIGENCE

There are also some differences in the budget execution phase that, while
not _unique to intelligence activities, I wish to call to your attention.

Exrst, it is normal practice for OMB to apportion funds based on the appro-
prlation structure that is presented and approved by Congress. Since most
intelligence activities are included in larger appropriations within the budget,.
QZ\IB does not take an apportionment action specifically identifiable to intel-
hgence activities. Nonetheless, all intelligence funds are reviewed by OMB
prior to apportionment of the larger appropriation within which they are-
included.

. One exception to this is the Central Intelligence Agency where OMB appor-
tions all funds for this agency as a separate entity.

Second, reprogramming is handled somewhat differently. For a typical agency
or department, reprogramming controls are based on line item identification
in appropriations. Such identification is absent from most of the intelligence-
appropriations because of security considerations. I believe, however, that in
spite of this difference, significant changes in the use of funds do not occur
without our knowledge. In the various reviews in which OMB staff partici-
pates throughout the year, the intelligence agencies do report on significant
changes in their activities and the financial changes to the President’s budget.

Finally, some transfers are made into certain intelligence activities under
provisions of the Economy Act (31 USC 686). This Act permits purchase of
supplies and service by one agency for another when it is more economical
to do so. These transfers are not formally approved by OMB. Again, there is-
no lack of OMB or, for that matter, Congressional knowledge of these trans-
fers which are reflected in both budget submissions to OMB and budget
Justification material provided to the Congress.

These distinctions in OMB practices with respect to executions do not, I
believe, materially affect the way OMB approaches its responsibilities or the
way the intelligence agencies carry out their responsibilities. I do not believe:
that the types of problems that are being investigated would have been pre-
vented by changes in the way OMB has approached its responsibilities in
execution of the Intelligence Community budget. In the final analysis, abuses:
of authority can be prevented only by ensuring the integrity and ecapability
of the people in the Intelligence Community.

On the other hand, it is certainly possible that some revisions in Intelligence:
Community budget execution may be appropriate. For this reason, I have
directed that the OMB staff review the present practices, the options avail-
able for changes in these practices, and the advantages and disadvantages:
of these alternative approaches.

OMB MANAGEMENT ROLE

OMB’s second mjor function is to work with Federal agencies in efforts
toward better management.

This rseponsibility is carried out by assisting the Federal departments and’
agencies in the development of new management systems, such as manage--
ment by objectives and studies of major policy issues and management prob--
lem areas.

OMB monitors the management by objectives program with which you may
be familiar. In this program, the objectives of the agencies and departments
proposed in discussion with the OMB staff are actively monitored to ensure-
that important agency and Presidential objectives are being accomplished.

These functions are applied to the Intelligence Community in the same way
as the other Federal agencies and departments. OMB staff participate in
numerous studies and special reviews of intelligence activities. Director Colby"
has played an active role in the management-by-objectives process.

OMB LEGISLATIVE COORDINATION

The final role of the Office of Management and Budget is to coordinate the
Administration position on legislation. On behalf of the President, OMB works
with other elements of the Executive Office of the President and with the
agencies to carry out the President’s legislative responsibilities, including
agency proposals, reports, testimony on pending legislation, and enrolled bills.

The legislative coordination function has several purposes:



113

It provides a mechanism for staffing out agency legislative proposals which
the President may wish to include in his legislative program.

It helps the Executive agencies develop draft bills which are consistent with
and which carry out the President’s policy objectives.

It is a means of keeping Congress informed (through the “advice” trans-
mitted by the agencies) of the relationship of bills to the President’s program.

It provides a mechanism for assuring that Congress gets coordinated and
informative agency views on legislation which it has under consideration.

It assures that bills submitted to Congress by one Executive agency properly
take into account the interests and concerns of other affected agencies and
will therefore have the general support of such agencies,

It provides a means to reconcile divergent agency views.

OMB’s legislative coordination function with respect to legislation affecting
intelligence activities is no different from that performed in any other area
of Federal Government activity. For example, during the last year, OMB in
conjunction with other elements of the Executive Office of the President and
appropriate agencies has:

1. Coordinated the Executive Branch position on bills affecting the tenure
of the Director of Central Intelligence and annuities under CIA’s retirement
plan.

2. Reviewed draft Department of Defense legislation affecting personnel in
the Defense Intelligence Agency and the National Security Agency; and

3. Initiated the legislative clearance process with respect to proposed legis-
lation on the protection of intelligence sources and methods.

CONCLUSBIONS

That is a brief overview of our role and the ways in which we work with
the Intelligence Community. At this time I will be pleased to answer your
questions.

Senator Proxmire. How many do you have altogether? How many
professionals do you have in OMB?¢

Mr. Ly~nx. About 400.

Senator ProxMire. What proportion of those are working on the
defense budget ?

Mr. Lx~w. Between 40 and 50, isn’t is? Yes, about 10 or 12 percent.

Senator Proxmire. About 12 percent?

Mr. Lxxx. Yes.

Senator Proxmire. That seems to me a low proportion in view of
the fact so much of the budget is not subject to careful scrutiny. I
mean, the same kind of scrutiny. For instance, transfer payments by
and large are quite automatic and wouldn’t require the same kind of
scrutiny that military procurement would.

Mr. O’NEm.L. But Senator, we have those 1,030 assistance programs
on the domestic side.

Senator Prox»are. Yes, but we are talking about dollars now.

Mr. Lyx~. By the sheer number of programs and the line items
to review, Senafor, there are just a lot more of them over there in
the catalog of domestic assistance programs.

Senator Proxyire. Now, I have a financial summary here. It says
the Federal budget outlays for DOD, as a percentage of —for defense
budget outlays as a percentage of the Federal budget, it is 25 percent.

Mr. Liyxw. It is a little higher than that. It is 26 cents out of every
dollar in our budget for 1977.

Senator ProxmIRE. And you say you have 12 percent of your people
working on this?

Mr. Ly~ This is our most popular single chart here, on the inside
front cover of the Budget in Brief.
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Senator ProxMire. You have 12 percent of your people auditing
that?

Mr. Ly~xw. Yes, sir.

Senator Proxyire. Don’t you fall short by about 50 percent, then?

Mr. Lyxx. Well, let’s take a look at personnel costs as a total with-
in the budget of the Defense Department. That is a very large pro-
portion of the total. Take a look at retirement benefits as part of the
defense budget. That is a very large part of the total. On those
things, the amount of review that is done by OMB is small relative to
the numbers of dollars.

Senator Proxmmre. Well, the largest two elements in the budget
for defense are procurement and operations and maintenance. Both
of those, I would imagine, would take some analysis and some expert
consideration.

Mr. Lywn. Certainly.

Senator ProxMIRE. Procurement represents, by far, the biggest
element in increased defense spending. It goes up by 46 percent be-
tween 1976 and 1977 in military procurement. It is a very, very big
increase. How is this justified in view of the general restraint on the
budget overall, and in view of what appears to be a fairly static and
maybe even a reduction in nondefense spending?

Mr.: Ly~n~. We can talk about expenditures for other areas, but let
me address myself to defense. The President said, when he announced
on October 6 that he wanted to moderate the growth of Federal
spending to make room for increased tax reductions for the Ameri-
can people, that he would look at the defense budget from two stand-
points. First, what kind of a defense budget does it take to make this
country secure and not number two. Second, on the other hand, like
every other program—and the President said this again in his budg-
et message—we would be scrubbing it to see where we can take
waste out. I believe he has done that in this budget. Now, taking a
look at why it goes up, one of the reasons is that we are now coming
into the production phase of a number of programs which have al-
ready been authorized by the Congress in the past. Therefore, we
come into the production runs on the F-15, and we are coming into
the production of the Trident. We have other production schedules
on tanks, for example, that have come along, and frigates in the
Navy and other things of that kind. The increase is not all now starts.
There are some new starts, but they are new starts that were looked
at carefully item by item by the President, and he felt that it was
necessary for us not to become number two.

As a budget director, I sincerely wish that first we could get mu-
tual arms reductions, and second, I wish technology would remain
constant. It would be nice if once you reach a number of certain kinds
of weapons, that would be it. If it were only that, and updating them
from time to time, you could save a lot of money. But, I am afraid
that isn’t the way the rest of the world works. Technology keeps
moving. In order to keep secure, you have to move with that move-
ment.

Senator Proxmrre. Well, of course we do, and this is a matter of
judgement and it is very, very hard for us to come to a conclusion on
this, because we just have different views. For instance, I think the
B-1 bomber was obsolete years ago. We are going to be spending an
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enormous amount on that in the coming year, to have both the B-1
bomber and the cruise missile seems to be a duplication, but—

Mr. Ly~x. I have a hunch you will be getting into that question
very deeply when defense comes before you.

Senator Proxmare. We will be. As I understand, the President
cut roughly $28 billion in the budget and said that would be spread
evenly. How much was taken out of defense ?

Mr. Lyxx. $4 billion, directly and another $700 million in dispo-
sition of unnecessary strategic stockpiles. So, it is $4.7 billion, or $4
billion, depending on how you look at it.

Senator Prox»ire. How can this be, in view of the fact the defense
budget was increased as much as it was, and the rest of the budget
was decreased ?

Mr. Linx. First of all, as I said, there was an increase. I gave you
the reason for that increase. But, it was an increase from where we
were going, in getting to the $423 billion. In other words, looking at
our projections on what the growth path would be unless there were
these reductions, there was $4 billion in savings. This has to be an
estimated number, as are many other things. But, I could give you a
detailed list of those. They are provided in the reconciliation

Senator Prox»rme. Does that mean the Department of Defense was
asking for $112.7 billion plus?

Mr. Lr~x. I think it is wrong to say asking for, because many of
these reductions were worked out jointly with them. I think you are
aware of the budget process in defense. It is a matter that goes on all
vear long. We work side by side with them during the year. So, there
1s no exact one figure you can work from. But, these are savings from
what would happen if you did business on an “as-is” basis in defense.
And T can run through the list of some of the major items, if you
care for me to. :

Senator Proxmire. Well, somewhere, I have it here. And T guess
the total civilian personnel in the Defense Department—and I under-
stood you to say that that had been reduced—but in the first place,
the total personnel in the Defense Department is more than in all
the Government agencies combined, leaving the Post Office aside. It
is enormous.

Mr. Lixw~w. I think that is right.

Senator Proxmire. Now, between fiscal year 1975 and fiscal year
1976, that changed very little. It went from 1,078,000 to 1,058,000,
and then it goes down a little bit in fiscal year 1977—

Mr. Liy~nN. Are you dealing with the total full-time, or permanent
employees? Just so we are working from the same sheets

Senator ProxMire. I am working from a sheet here labeled “Fiscal
Years 1977, Department of Defense Budget: Defense Employment
Outlook for the End of the Year in Thousands.”

Mr. Lynx. Yes, that should be the total. But you are above it. They
aren’t the same as the figures we have.

Senator Proxmire. These are Pentagon figures. This is from the
Pentagon.

Mr. Lyxy. Well, we will have to devise for the record some kind
of reconciliation. I think you are including civil, aren’t you, civil
tf.unct;ons, as well as military functions, like Corps of Engineer func-
ions?
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Senator Proxure. I am including the Army, the Navy, the Air
Force, the defense agencies.

Mr. Ly~~. But are you including nondefense functions, like Corps
of Engineer projects for building canals and so on?

Senator Proxaire. I am told no. It is from a news release from
the Department of Defense.

Mr. Lyww~. I have a hunch

Senator Proxmigre. It is military only.

Mr. Lx~n. It is military only?

Senator Proxmire. That is what T am told.

Mr. Lx~n~. We will have to have a reconciliation.

Senator Proxumire. Well, I see there is another rollcall vote. I am
going to have to leave. Did you have any further comments?

Representative Browx~ of Michigan. No.

Senator Proxmire. Unfortunately, Senator Humphrey couldn’t
stay. I want to thank you very much. All of us have properly praised
your intelligence and ability. We appreciate it very much. I under-
stand that maybe Senator Humphrey and Senator Kennedy will re-
turn. So, could you wait a few minutes?

Mr. Ly~w. Yes.

[A brief recess was taken.]

Senator KeNNEDY [presiding]. The committee will come to order. I
am sorry, Mr. Lynn, to have been absent during your formal presen-
tation and during the exchanges which you have had with the other
members of the committee. But I want to express my appreciation
for your presence here, and your willingness to comment on some
matters of importance. I couldn’t fail to let this opportunity go by
without raising with you an issue which I am very much concerned
about, and T feel that the American people are going to become in-
creasingly concerned about, and that is equipping our regulatory
agencies in the health area with the kind of resources and manpower
and mandates for adequate protection for the American public.

We have seen, during the course of very extensive hearings on the
ood and Drug Administration, that in spite of some administrative
- ifficulties and complexities, essential review and followup and over-

ight by that agency in the area of drugs is not taking place.

One of the matters that we have found in our own oversight of the
drug area is that after the use of various drugs over a long period of
time, the drugs are having a very significant and dramatic impact on
the health of the American people. I can mention one drug as an ex-
ample, premarin, which has been on the market since 1942. It passed
the test at that time. But there was no follow-up by the company or
industry—and there is nothing that compels them to do so. The FDA
doesn’t have the resources for an ongoing and continuing review.
Yet, recent data in the New England Journal of Medicine show a
direct relation between that drug and cancer of the uterus and cancer
of the breast. And similarly, during other very important testimony
we heard last week, the use of some birth control pills caused in-
creased heart problems, increased lung problems, liver problems,
hypertension, and so forth, which are dangerous in and of themselves.

Now, the Food and Drug Administration has neither the congres-
sional mandate, which is our responsibility, for this kind of oversight,
nor the resources to protect the public in areas like this.
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Another area of concern is the artificial colorings and artificial
food additives. We have had testimony from parents and from doc-
‘tors about the relation between artificial food additives and hyper-
activity of children. I think we are going to find that the various
-compounds being added to the American diet, which are being put
.onto the American table every single day, which are going into the
American bloodstream—these substances may seem safe and effica-
«cious and meet the requirements at the beginning, but I think we are
going to find they have a profound and harmful impact in terms of
‘the health of the American people.

The only way we are going to protect the public is if the FDA has
the resources and congressional mandate to do the job. At this partic-
ular time, and we have spent a lot of time investigating the problem,
+we must conclude the agency does not have it. .

Also, Congress is about to give the Food and Drug Administration
:authority over medical devices. We have passed the legislation in the
‘Senate. It is going to pass in the House. The administration supports
it. The bill will provide a whole new area of jurisdiction for the Food
-and Drug Administration to review. As you know, it is generally
assumed by the American people that when a medical device is im-
planted in the body, either the FDA or someone else has reviewed it
-and looked at it and found that it was safe and efficacious. That is
Tot the case at the present time. Thousands of American women have
actually died because of the use of TUD’s. A number of individuals
had serious complications with the Dalkon shield, which was one of
the most widely used IUD’s in America, but we were able to get
‘something done on that. The medical device legislation will reinforce
these efforts. It is going to pass the House, I would think, in the next
few weeks.

‘We are also working on a new Food and Cosmetic Act, which will
provide additional responsibilities to FDA in the area of cosmetics,
food processes, and food labeling, to insure adequate new protections
for the consumer. That is going to be enormously important as an
-area of responsibility. We can look back over recent times and see
the botulism problem and other kinds of health questions, which
‘hopefully we will be able to remedy.

Now, I personally don’t believe that at the present time the Food
-and Drug Administration has the resources or the manpower or the
scientific expertise to protect the American public. Dr. Rousher, the
‘head of the National Cancer Institute, has criticized the submissions
by many major drug companies—submissions of animal data and
-also on clinical data affecting human beings. We do not have the
ability and the resources to set up the requirements or do the polic-
ing and inspections that are necessary to insure that scientific data
are accurate and that the American public is being protected.

That is not the only area that we are concerned about. The EPA,
in terms of insecticides and pesticides, is running into a similar kind
of problem. And this is based on direct testimony we had before our
committee.

There is an enormous potential for serious health problems because
of the pollutants of the air, the water, and food. We must insure that
we have protection. And the FDA is the only way to do this. Yet,
their increased budget request was turned down by OMB. They got
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a modest increase of $3 million in this year, which isn’t even enough
to take care of the cost of living.

Mr. Lynw. There is an 8.3 percent of an increase.

Senator Kexneoy. Well, I am talking about

Mr. O’Nerce. Those are budget authority numbers.

Senator Kex~epy. My figures are from the HEW briefing we had.

Mr. O’NEmL. Senator, the budget authority figures for fiscal year
1975, 1976, 1977 for salaries and expenses—that is leaving buildings
and facilitates out of it—are $199.9 million, $207.8 million, and $223.1
million.

Senator I{zn~xEpY. Well, I am quoting from the figures that were
given at a HEW health briefing. I would be glad to have that put
in the record. It is a bare minimum, in any case.

Mr. Ly~w~. But, Senator, that isn’t really the point. That is beside
the point. They have to have the resources to do the kinds of jobs
that are required, and certainly whether it is the President of the
United States speaking or whether it is Jim Lynn talking, of course
they do. And to the extent this has a strong bearing on health—and
your committee has been conscientious in looking at this—you will
see complete cooperation from the administration. There is a strong
feeling within HEW that on the preventive side of health, there are
things that really have not been looked at before and there are some
things that have to be looked at more carefully. This is undoubtedly
one of them. It is another example of how technology and scientific
development are the very things that make our lives better, but at the
same time we have to take a hard look at it, to see that the adverse
effects not outweigh the positive. I agree totally.

The only thing I would ask, as we approach the budget for an
agency, is that we do two things. One, let us not always assume that
a requested number is the appropriate number. I was in departments
and agencies for some 6 years—Commerce for 4 years, and at HUD
for 2 years. And I have to say to you that even when you. as head of
the department, conscientiously try to scrub the requests from below,
you need help. I found that OMB helped me in that regard. So T
would like to see us ask whether, instead of having everything just
increase, there is somewhere else where the agency can do the job
more efficiently. Look at that first. I don’t knew whether there is.
There might not be. But, that is a question that should be asked.

The second thing I would ask—and I have no idea of the answer,
well, T shouldn’t say I have no idea, but I am not as expert as your
people on the committee are—the second thing I would ask is what’s
the magnitude of the problem. Let’s fit the remedy to the magnitude
of the problem and got the right balance of responsibility as between
what the private sector has to do, and under what kinds of penalties,
as against what we do in the Federal Government. And that is just
generally the approach I would like to follow.

But, as far as 1dentifying problems here and showing health risks,
you will find complete cooperation from the administration.

Chairman Houmrurey [presiding]. Could I just put a few questions
in the record here? There is a vote and if you want to follow up, you
may. I mentioned to you earlier about the impact of the budget on
State and local governments. I have some questions I want to place
in the record. And we will see that you get a copy of these questions
and so will Mr. O’Neill.
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Mr. Ly~x. Oh, I want to look at them personally.

Chairman Huwmearey. All right, sir. 1 also want to call to your
attention that the staff of JEC prepared a list of possible budget
savings and made estimates of the amounts which would be saved by
1981, if they were adopted. These were discussed in the December
staff report of the current services budget, with which I am sure you
are familiar. I would like to ask you to comment on each of those
possible budget reduction measures as to which'of them would have
administration support andwhich would be included in the President’s
budget next year, Mr. Liynn, and our own estimates of potential sav-
ings, as to whether they are accurate. And if you could do that, we
would like to have that information before we publish the transcript.

And then on the current services budget, I do have some questions
‘here that were related to the Congressional Budget Office, which pre-
pared an updated comparison on the current services budget for a
number of fiscal years. I was hopeful that we would be able to in-
clude in the budget a table dealing with Presidential recommenda-
tions dealing with current services budget estimates.

We would like to have you to prepare for us a table, comparing
‘the Presidential recommendations with current services estimates.

Mr. Lxn~. To do that on a full-scale basis, the way we did in De-
«cember

Chairman Huxparey. I mean for prospective

Mr. Lyxn. No, I understand, but what I am saying is we will have
‘to get together with your staff on the degree of detail. T forget how
many thousands of hours it took to do the current services budget,
‘but 1t did take a long time.

Chairman Humpurey. Well, we don’t want to have unnecessary
-time spent.

Mr, Lynw, But, I trust we can come to agreement as to the kinds
«©of things you need in this regard. '

Chairman Humparey. There is an article, Mr. Liynn, that was pub-
lished recently by Mr. Palmer and this appeared in the Washington
Post. Without objection, I will place the article in the record at this
point.

" [The article follows:]

[From the Washington Post]

GOVERNMENT GROWTH IN PERSPECTIVE

(By John L. Palmer?)

It now appears that the size and growth of government is going to be a
‘major issue in elections at all levels in 1976. This is a debate that should be
-welcomed. But if it is to be constructive, it must be well grounded in fact, and
'much of the discussion to date appears to reflect some basic misunderstandings
about the rate of growth of federal expenditures over the past two decades
and the likely contribution of income security programs to their continued
«expansion.

It is well known that federal expenditures, led by the mnear explosion in
income security program outlays, have grown rapidly over the past two decades
even after making allowances for inflation. What is less well known is that
-this growth did not serve to increase the size of the public sector of the

1The writer, who until last fall was director of HEW’'s Office of Income Security
Policy, is a .sepior fellow at Brookings Institution.
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economy relative to the private because federal expenditures expanded nc»
faster than the overall economy as measured by potential gross national
product (GNP).

Actual federal expenditures are expected to be in the order of 23 per cent
of GNP for 1976, up from a level of 20.5 per cent in 1970. But this recent
increase neither reflects nor necessarily portends an upward trend in this.
figure. The reason is that the current recession has the dual effect of tem-
porarily raising federal expenditures above and lowering GNP below their-
respective longer run growth paths., If the economy were operating at the-
full-employment level of 5 per cent ,federal expenditure would be about 20
per cent of GNP. Outlays in major income security programs (such as un-
employment insurance, food stamps, AFDC, and Medicaid) are very sensitive-
to the aggregate unemployment rate. Thus, they will be over $20 billion higher
in 1976 than they would be if unemployment had remained at the 5 per cent
level of 1973. Similarly, estimates of GNP are on the order of $150 billion
less than it would be if we were at this same level of more full employment.
As the economy moves out of the recession these temporary effects on GNP~
and federal expenditures will be reversed and the ratio of federal expenditures.
to GNP will decline,

Some of the misunderstanding that seems to exist about changes in the size
of the federal budget relative to GNP, or of the public sector relative to the
private sector, may stem from President Ford’s budget message to Congress
last February. In this message he stated that: .

“Spending by all levels of government now makes up a third of our national
output. Were the growth of domestic assistance programs to continue for the-
next two decades at the same rates as in the past 20 years, total government
spending would grow to more than half of our national output . . . It is hard
fact, easily demonstrated by simple extrapolation.”

How can this projection be reconciled with the trend of a relatively constant
ratio of federal expenditures to GNP over the past two decades? The crux of
the matter is that for two major reasons it is misleading to use a simple
extrapolation to project the future rates of growth of income security pro-
grams. (I am reminded by a colleague that back in the 1920s two commissions:
were created and charged with projecting the population growth of ILos
Angeles and California, respectively. They worked independently and their
results indicated that by today the population of Los Angeles would exceed
that of California). First, such an extrapolation does not take into aceount
the temporary effect of the recession. But, more important, the very rapid
rate of income security programs over the past two decades was caused in
large part by conditions that cannot replicate themselves for the next 25 years.
For example:

(1) A major contributor to the explosion in the AFDC and Medicaid rolls:
in the mid-and late 1960s was the increase in the percentage of people eligible:
for the programs who participated in them. These are estimated to have gone
from below 60 per cent to above 90 per cent, so there is little room for further
growth for this reason. Also. the vast increase in the levels of federal outlays
under the food stamp program and those programs assisting the low income
aged, blind and disabled were due primarily to the legislative changes which
made these programs universally available with nationally uniform bhenefit
levels (and in the latter case shifted some of the funding to the federal
government from state and local governments). Continued growth in these
programs is largely dependent upon increases in the size of their eligible
populations due to demographic forces or legislated increases in benefit levels,
The combined effect of both of these factors is unlikely to result in a growth
rate even as high as that of GNP.

(2) Over the past two decades the largest single item in the federal budget,
Social Security benefits, have had their levels more than doubled hy Congress.
even after adjusting for inflation. In view of the projected sizeable defieits in
the Social Security trust funds and the increasing adequacy of future benefits
already provided for in the current law. it is very doubtful that Congress will
vote inereases in Social Security benefit levels over the next 25 years that

rise even as fast as GNP.
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This indicated slowdown in the growth rate of major income security pro-
grams is borne out in a recent report prepared by the new Congressional
Budget Office. It shows that spending for these programs at both the state
and federal level grew from 3.4 per cent of GNP in 1955 to 9.4 per cent in
1975; whereas, projecting to the year 2000, expenditures will still be 9.4 per
cent of GNP even if benefits in all these programs grow with inflation, and
will rise to only 10.4 per cent of GNP if benefits are actually increased through
legislative actions to keep pace with the growth of wages in the economy.
Since such a rapid expansion in income security programs over the past two
decades was necessary just to maintain a trend of overall federal outlays as
a relatively constant percentage of GNP, this implies that the ratio of total
federal outlays to GNP would fall if other areas of the federal budget do not
expand even faster than they have over the past two decades,

What are the implications of all this for the debate over the growth of
government? There are several possibilities.

First, the debate may actually be over whether to reduce or maintain
federal expenditures relative to GNP, not whether to increase them. Of
course, this is no less a legitimate debate than the one most people may
think is being engaged. It is important to ask ourselves whether a decreasing,
constant or increasing share of the additional resources provided by economic
growth should be allocated through the federal budget.

Second, income security programs have become a dominant factor in the
federal budget and are not likely to decrease in importance in the foreseeable
future. This should give us serious pause to consider both the extent to which
we wish to continue this emphasis within domestic social assistance and the
brecise way in which we carry it out. Concerning the size of these programs,
it is well to remember that, unlike direct government purchase of goods and
services, income transfers do not use up any of the resources represented by
our GNP ; they simply transfer within the population some ability to purchase
these resources. While this may be of small solace to taxpayers solely con-
cerned about how much the government is taking out of their paychecks (and
perhaps ignoring how much it is giving back to their parents or will give
to them in Social Security benefits), it should be of considerable significance
to those concerned about the total control over the specific use of resources
that is being exerted by government rather than individual consumers. The
trend of an increasing share of the federal budget going to income security
programs is in this sense a trend toward a decreasing share of federal control
over the specific use of the overall resources of the economy.

In considering the particular way in which we provide income assistance,
we should heed the urging of President Ford, also from his budget message:
“The growth of these domestic assistance programs has taken place in a
largely unplanned, piecemeal fashion, This has resulted in too many over-
lapping programs, lack of coordination, and inequities. Some of the less needy
now receive a disproportionate share of federal benefits, while some who are
more needy receive less. We must redouble the efforts of the past five years
to rationalize and streamline these programs. This means working towarad
a stable and integrated system of programs that reflects the conscience of a
compassionate society but avoids a growing preponderance of the public sector
over the private.”

Presumably part of the President’s motivation in his earlier quoted state-
ment about the implication of the future growth of domestic assistance was
to dramatize the concern raised by the rapid expansion of income security
programs. As expenditures for these purposes continue to increase, it becomes
even more costly to neglect or postpone needed reforms. It would be most
unfortunate, however, if false impressions about the contribution of income
security programs to “a growing preponderance of the public sector over the
private” prevent us from spending the additional marginal sums that are
inevitably required to bring about sound structural reform in a compassionate
manner.

Perceptions about the relative size of federal expenditures may be temporarily
jaundiced by the current combination of recession and inflation which have
resulted in rising taxes and declining purchasing power for the typical house-
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hold, but we have to look beyond this to other facts. Expenditures by state
and local governments over the past two decades, unlike those of the federal
government, have increased substantially faster than GNP, thus causing an
overall increase in the relative size of the public sector. Also, the more modest
growth rate of the federal budget does not reflect the extent to which it has
expanded its direct influence over the allocation of resources through often
inefficient regulatory processes. I suspect that the public should place greater
emphasis on these factors, and less on the dollar flow through the federal
budget, as major contributors of their growing unease with government.
Maybe it will as the recession abates.

Chairman Humparey. Mr, Palmer’s article is a very thoughtful
article about growth. And I would like to ask you to look at this
article and if possible, Mr. Lynn, to submit a response to it.

Mr. Lyxw. Certainly. I think it would be more in the nature of a

compliment, sir.

Chairman Humparey. Have you read the article?

Mr. Ly~x~. Yes; and it is quite a thoughtful article. We might
have a little different emphasis here and there, but it wouldn’t be a
response; it would simply be a supplement.

Chairman Homprarey. I think we will adjourn the hearings and
any additional questions, if any, will be sent to you and we will com-
municate with your staff.

Mr. Ly~n. Thank you. It has been a pleasure to be here.

[The following questions and answers were subsequently supplied
for the record:]

ResPoNSE OF HoN. JaAMES T. LYNN To ADDITIONAL WRITTEN QUESTIONS
PosEp BY CHAIRMAN HUMPHREY

CURRENT SERVICES BUDGET

Question. In November, OMB prepared estimates of the cost in fiscal 1977
of maintaining the present level of real Federal services. These estimates,
which have been termed the “current services” budget, have been most hélpful.

What would also be very helpful would be an updated set of these current
services estimates and a comparison with the President’s recommendations.
In that way we could identify precisely where the President has recommended
policy changes. I wrote and asked you to prepare such a comparison. You have
replied that time constraints and the fact that not all fiscal 1976 appropria-
tions are completed prevent your doing so.

However, the Congressional Budget Office has prepared an updated com-
parison. May I ask whether you consider their numbers accurate and their
comparison fair. That is, since you have not been able to supply this table
yourself, will you give the CBO numbers your endorsement?

If you do not consider the CBO estimates adequate, then you would be
‘well advised to give us your own, despite the difficulties involved. The purpose
of requiring the current services budget was to facilitate the identification of
the President’s proposed policy changes, and we intend to proceed to make
such an identification as best we can.

In future years, will you be able to include in the budget a table comparing
Presidential recommendations with current service estimates?

Answer. We have examined the five-year projections prepared by the Con-
gressional Budget Office using a current services budget concept. The docu-
ment itself does not contain sufficient detail to permit a full analysis and
understanding of the estimates. In addition, it is not always clear what con-
ceptual approach the CBO has followed. However, we have recently received
a staff working paper which provides supplementary information and we
will analyze their projections in light of this information. In the meantime,

b 1’Ii‘he response to be supplied for the record was not available at time of printing the
earings.
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it‘is difficult for us to know whether the numbers are ones we would agree
with. We would be happy to get in touch with the JEC staff when we have
received this additional information from CBO and have had a chance to
analyze their estimates on that basis. This analysis should provide an ade-
quate understanding of any differences in approach between the CBO and
OMB, and this would be more useful than an attempt by OMB to provide
npdated current services budget estimates, As you are aware, the CBO itself
has been working for several months on their projections and we do not
believe that an additional set of current services projections by OMB at this
time would be justified in view of the very substantial workload involved.

THE BUDGET AND STATE AND LOCAL GOVERNMENRTS

Question. President Ford has been very critical of Ronald Regan’s proposal
to return $90 billion worth of expenditures to the State and local governments
on the grounds that it would be an excessive burden fo impose on already
overused regressive taxes. Yet the President’s own budget offers a number
of “behind the scenes” changes that will result in higher costs for State and
local governments, and thus higher state and local taxes. Can you tell us
the additional cost imposed upon State and local governments of each of
the following proposed changes?

(1) Social Security tax changes that will require higher contributions from
State and local governments.

(2) A reduction in the Federal government support of water pollution abate-
ment programs with no offsetting change in the Federal standards.

(8) Cutbacks in mass transit operating subsidies that will force additional
expenditures by local governments.

(4) Changes in the contributions made by State and local governments to
the Unemployment Compensation Trust Fund.

(5) Cuts in Federal assistance for management and planning without an
offsetting reduction in Federal requirements that these activities be carried
out on a region-wide basis.

Answer. (1) The President’s proposed increase in Social Security taxes is
not scheduled to go into effect until January 1, 1977, at which time the
economy should have improved substantially, with a corresponding improve-
ment in State and local government finances. We believe it is appropriate that
State and local governments, like other employers, pay the employer share of
social security contributions for their covered workers. The increased tax
rates would cost State and local governments about $400 million a year once
they are in effect.

(2) Using the 1974 “EPA Needs Survey” as a base, the remaining costs for
constructing all identified municipal facilities that may be eligible for federal
support under P.L. 92-500 after complete obligation of the current $18 billion
authorization, are estimated to be $424.2 billion. Under current law, the
Federal share would be $318.1 billion, with a non-Federal share of $106.1
billion. The program reform measures proposed by the Administration would
reduce the total remaining program cost to $118.7 billion, to be financed with
$50 billion in additional Federal funds and $68.7 billion in non-Federal funds.

The major factor in this reduction is the elimination of treatment for storm
water discharges as a type of project eligible for construction funds, which
assumes that the necessary degree of pollution abatement from these sources
can be achieved by management and other non-structural techniques.

It should be noted that Federal water pollution control standards apply
to only one type of facility—municipal sewage treatment plants. Contrary
to the statement implicit in your quesions, none of the proposed changes would
affect Federal funding for projects designed to meet existing Federal standards
for the existing population. Rather, the Administration’s proposals were de-
signed to make this area top priority for Federal funding. The project features
affected by the proposed changes—excess reserve capacity, construction of new
sewer systems, ete.—are ones which are determined by State and local gov-
ernments for which there are no Federal pollution control standards.

In summary, the thrust of the Administration’s proposals is to focus Federal
funding on project features designed to meet Federal standards, and to return

74-582—76—pt. 1—9
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to local communities the financial responsibility for project features neces-
sitated by-State and local decisions, including growth and development policies.
The. Environmental Impact Statement on the proposed legislation will be
?.vallable shortly, and will contain additional detailed information on these
issues.

. (8) Funds for the mass transit formula grant program go from $300
million in 1975 to $500 million in 1976 and $630 million in 1977. The formula
grant funds can be used for operating expenses or capital investment. The
capital grant program also is increased (by $25 million to $1,125 million from
1976 to 1977). Therefore, federal funds available to cities and States for
mass transit in 1977 will increase by $175 million over 1976. The Administra-
tion is proposing that the $650 million formula grant programs be changed to
permit a maximum of 50% or $325 million of the funds to be used for operating
subsidies. This would compare with about $400-$450 million of Federal funds
used for operating subsidies in 1976. The other $325 million of formula grant
funds will be available to the cities for capital investment (e.g., buses). The
509 limit will return to local transit systems—and the governments involved
with them—the responsibility for appropriate fare structure, sound manage-
ment, and efficient operations. If improvements in these respects take place,
there should not be a need for a substantial increase in State and local
government spending.

(4) State and local governments do not pay taxes into the unemployment
insurance trust fund. Rather, they later reimburse the fund for unemployment
compensation costs that arise from their workers actually collecting benefits.
Thus the proposed increase in unemployment insurance taxes does not im-
pose additional costs upon State and local governments. The President’s pro-
posal to extend regular unemployment insurance coverage to save 4.8 million
State and local government employees not now covered will, however, result
in increased cost. The President feels that covering these workers is an
important improvement in our unemployment insurance system and that State
and local governments—like other employers—should pay for the coverage of
their workers. The proposal would not take effect until late in 1977, when
again, an improved economy and an improved State and local fiscal situation
should ease its effect. The full-year cost is estimated at about $300 to $400
million.

(5) Planning and management by State and local governments are activities
that may be paid for from the consolidated grants recommended in the budget
(such as the community development block grant program and the proposed
financial assistance for health care program). Hence, there is less of a need
for separate, categorical funds earmarked for planning, and these can be
reduced. Consolidated funding will give State and local governments greater
opportunity to follow their own needs and priorities in setting a balance
among planning, management, and direct program activity. Because funds
will be available under the consolidated grants, there should be no additional
cost to State and local governments. Indeed, the efficiencies resulting from
consolidation should lead to savings. The President is concerned about exces-
sive Federal regulatory requirements—in the planning field as elsewhere—
and would welcome suggestions for improvement from the Congress.

HOW TO ACHIEVE BUDGET SAVINGS

Question. I may be upset by some of the erroneous statements which are
made concerning the size of government and the growth of spending, but this
does not mean I am unaware of the need to control spending and to achieve
savings and efficiency in government. At my urging, the staff of the JEC
has prepared a list of possible budget savings and made estimates of the
amount which could be saved by 1981 if these were adopted. These possible
savings were discussed in the December staff report on the current services
budget, with which I am sure you are familiar.

I would like to ask you to give us your comment on each of those possible
budget reduction measures. Which of them would the Administration support?
Which were included in the President’s budget this year? Are our estimates of
the potential savings reasonably accurate?
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_ Answer. The following are our comments on the possible reductions discussed
in the December JEC staff report.

National Defense

The Administration supports a reduction in DOD civilian personnel levels
by 25,000. This proposal is contained in the 1977 budget and would result in
an estimated outlay savings of $100 million in 1977 and $400 million in 1978.
The estimated savings from the 40,000 reduction assumed by the JEC staff
total $600 million in 1977, It seems unreasonable to expect additional $500
million in savings from an additional 15,000 reduction in civilian personnel
levels.

As for the rest, the JEC staff report estimates savings based upon a list of
reductions it assumes could be made. No rationale for the reductions is pro-
vided other than statements to the effect that “there is now considerable evi-
dence that . . .” and exhortations to the effect that savings could result from
the “elimination of wasteful practices and activities.” If these reductions
were desirable, they would have been proposed in 1977. In short, the JEC
recommendations offer no evidence to demonstrate that the assumed cuts could
be implemented without jeopardizing our security.

Regulatory Agencies

The Administration has proposed legislation to restructure regulatory fune-
tions of the ICC and CAB (and other regulatory agencies as well) to make
them more efficient and more responsive to today’s needs. The Budget reflects
the reforms contained in those legislative proposals, and when enacted, will
help reduce inflationary pressures by enhancing the efficiency of our trans-
portation systems. The Administration does not currently propose the phaseout
of the Interstate Commerce Commission (ICC) and the Civil Aeronautics
Board (CAB). .

The Budget savings reflected in the Committee print are relatively accurate
for the ICC if it were to be phased out. The estimates for the CAB apparently
include the elimination of nearly $80 million of subsidy payments to airlines.
It is not clear whether the subsidy program should be eliminated with the
phasing out of the CAB, Staff costs of the CAB are about $20 million annually,
and that amount would be saved if this agency were phased out.

The cuts in spending are minor when compared to the economic savings
that will be realized upon enactment of the Administration’s regulatory re-
form proposals.

Subsidy Payments—Ship Construction and Operation

The budget does not propose the elimination of either shipbuilding or ship
operating subsidies, nor does the Administration support their elimination.
The ship construction program is intended to help improve the international
competitive position of the TU.S. shipbuilding industry through payment of
current differences in price between domestic and foreign construction. The
program aids in the maintenance of a strong U.S.-flag fleet for foreign trade
by providing support for the replacement of overage U.S.-flag ships engaged
in foreign trade, and by requiring U.S. registry of subsidized ships. Ship
operating subsidies are paid to offset the higher cost of operating a ship
under the U.S. flag rather than under a foreign flag. This helps promote the
maintenance of a U.S, merchant marine capable of providing essential ocean
shipping services.

The estimates for these programs are approximately correct. However, $250
million might be a better figure for 1980 and 1981 for your ship construction
proposal.

Ezport-Import Bank Loans

The Administration has not proposed and does not support elimination
of Eximbank lending. Such lending offsets the lack of commercial credit in
critical areas, particularly the longer maturity ranges, and keeps US exporters
on a par with foreign competitors who have access to subsidized credits from
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their own governments. If an international agreement can be reached to
eliminate self-defeating subsidized competition among official export credit
agencies, Export-Import Bank lending at below-market rates would no longer
be necessary. The 5-year estimates of potential savings are somewhat high,
especially the 1977 estimate. Our estimate for 1977 would be only a fraction
of yours.

Impacted Area School Aid

The Administration is proposing reform of the Impact Aid program in the
FY 1977 Budget. However, the Administration’s proposal would go beyond
merely limiting savings to the elimination of the “hold-harmless” provisions.
The Administration’s proposal would limit payments for children whose parents
both live and work on Federal property, for certain special provisions and
for construction.

The cost estimates for the “hold-harmless” provisions are not verifiable by us.

Federal Retirement Benefits

" The Administration agrees that the current overadjustment for cost-of-living
increases is inappropriate, and in the Budget recommends the overadjustment
be eliminated. Our estimates of the savings to be achieved are slightly lower
than yours in 1977, but are lower by a large amount—nearly $%% billion—by
1981. The differences may result from differences in economic assumptions.

Social Security

* The Administration agrees that the unintended double adjustment for in-
flation is inappropriate, and in the Budget promised to propose legislation to
remedy it. The legislation will be submitted by summer.

: Taxz Reform

The estimates of receipts for FY 1976 and 1977 in the budget, as well as
the 5-year projections contained in Part 3 of the budget, reflect the President’s
tax proposals. These proposals are explained in some detail in Part 4 of the
budget. Special Analysis F—"“Tax Expenditures”’—contains a section on pro-
posed changes in tax expenditures.

" With respect to the specific tax features referred to in the JEC staff report:

(1) The Administration does not support:

(a) Elimination of the Domestic International Sales Corporation (DISC)
provisions. (The expected revenue loss from DISC in 1981 is $1.7 billion not
$2.0 billion. See the projections of tax expenditures in “Five-Year Budget
Projections, Fiscal Years 1977-81,” Congressional Budget Office, January 26,
1976.) ;

(b) Abolishing the deferral of income tax on earnings of U.S. corporations
generated abroad by foreign subsidiaries. (Note that the Tax Reduction Act
of 1975 further limited the deferral provision in the case of subsidiaries in
“tax haven” countries.) ;

(¢) Elimination of the Asset Depreciation Range system;

" (d) Reclassifying payments to foreign governments for mineral extraction

rights as royalties rather than taxes. (Note that the Tax Reduction Act of
1975 restricted the wuse of foreign tax credits from foreign oil extraction
income.

(2) The Administration has proposed making permanent the provision of
the Tax Reduction Act of 1975 for a 109 investment tax credit. This proposal
is reflected in the Budget estimates.

(3) As a part of general tax reform the Administration has supported:

(¢) A tax on “minimum taxable income” as a substitute for the current
minimum tax provisions.

(b) The revised capital gains provisions contained in the Ways and Means
Committee 1974 bill.

The revenue effects of these measures are not reflected in the Budget on
the assumption that any legislative package of tax reforms finally enacted
would, on net balance, neither gain nor lose substantial amounts of revenue.

Representative Brow~ of Michigan. Mr. Chairman, before vou
wind up, when you were here before telling about the tremendous
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conditions that existed back in World War II, where we had 50 per--
cent of the budget and low interest rates and so on, you forgot to-
mention we had no inflation.

Chairman HumeareEY. Well, we had wage and price controls.

Representative Broww of Michigan. That is true.

Chairman Humperey. But, I am simply pointing out that a deficit.-
does not necessarily make high interest rates.

Representative Brow~ of Michigan. No; but I thought you were
suggesting we ought to have a massive defense budget.

Chairman Humparey. Oh, no, I am not suggesting that. I just
do not buy the thesis, despite my limited economic understanding,
that Federal deficits necessarily mean high interest rates. I happen
to believe that interest rates are set by banks, just like price-fixing
with some relevancy obviously to the market conditions. But I have
yet to see the interest rate announced by the Federal Reserve System,
which is the public agency, these announcements come from Chase
Manhattan Bank or somebody else, and then that is it. I often think
that must be looked upon with some interest and concern, because if
interest rates have such a tremendous impact on the economy—well,
I am going to take this up with Mr. Burns.

Mr. Liv~~. And Secretary Simon, too?

Chairman Humparey. Or, yes, definitely.

[ Whereupon, at 1:10 p.m., the committee recessed, to reconvene at
9:30 a.m., Wednesday, February 4, 1976.]
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Present: Senators Humphrey, Sparkman, Proxmire, Javits, and
Taft; and Representatives Reuss, Long, and Heckler.

Also present: John R. Stark, executive director; Richard F. Kauf-
man, general counsel ; Loughlin F. McHugh, John R. Karlik, Courte-
nay M. Slater, William A. Cox, Lucy A. Falcone, and L. Douglas
Lee, professional staff members; Michael J. Runde, administrative
assistant; George D. Krumbhaar, Jr., minority counsel; and M.
Catherine Miller, minority economist.

OreNING STATEMENT oF CHAIRMAN HUMPHREY

Chairman Humrarey. Secretary Simon, you are here in good
nature and good humor this morning and it is good to start the morn-
ing like this. T hope we can keep it up. ’'m afraid that you will see
some immigration and outmigration of members today because of
many conflicts, but we really appreciate your attendance once again
and welcome your presence here.

There are a number of questions, of course, that we will want to
raise.

I want to focus just for a moment in my opening statement on
the general question of inflation.

In our discussions with Mr. Greenspan and Mr. Lynn last week, a
number of the members of this committee, including myself, expressed
a strong dissatisfaction with the lack of a Presidential program for
bringing unemployment down. I assure you we continue to feel that
dissatisfaction. OQur feeling is all the stronger because the adminis-
tration’s program, as it appears at least to this member, lacks any
anti-inflation policy as well.

I think we have to ask the question what are we buying by keeping
unemployment high or by permitting it to be so high? By the admin-
istratlon’s own estimate 1t appears that we are buying a continuation
of the inflation rate at or near its present level, not only in 1976, but
in 1977 as well. We are paying very dearly in human suffering and
getting very little or nothing whatsoever 1n return. I consider that
a rather bad bargain.

The real tragedy is this: We could have less inflation if we brought
unemployment down faster. Productivity gains associated with eco-
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nomic growth would at this early stage in recovery—and I under-
score the words “early stage of recovery”—would be strongly anti-
inflationary. By settling for a sluggish recovery we are sacrificing
our strongest weapon against inflation.

I know the argument has been made that moving too rapidly on
the unemployment matter would “fuel the fires of inflation.” The
administration points, with some justifiable pride, to the fact that
this past year unemployment has gone down about 1 percent and
the GNP has gone up. At the same time that unemployment has gone
down and the gross national product has gone up, the rate of infla-
tion has come down. So it appears that as you get the unemployment
down, you get the inflation down. If that is the case thus far, I don’t
see why a more determined effort isn’t made to follow the same pre-
geription.

Productivity gains are not the only weapon we are throwing away.
Tax policy could be used to fight inflation. We could have tax changes
which support workers’ real incomes thereby lessening their wage
demands. We could have a tax policy which reduces the costs of
employment thereby both encouraging employment to grow and prices
to hold steady. But does the admimistration recommend such
changes? T suggest it does not. It recommends a social security tax
increase, which would eat into the workers’ take-home pay, and at
the same time raise businessmen’s costs.

I recognize, Mr. Secretary, additional financing of the social secu-
rity system is likely to be necessary in the future. But there are ways
to get at that besides just increasng the tax.

I am not convinced that additional financing is a necessity in 1977.
As in all of these matters, it is a question of when you should do it.
If additional financing is necessary this year, then we must find a
financing source that is less damaging to the economy.

Let me ask why the surplus in the social security fund has been
declining : Ts it because benefits are too generous and the program in-
efficiently designed? Possibly in part. However, the main reasons
for the decline in the surplus is the drop in employment. The unem-
ployed don’t pay social security taxes.

The payroll tax increase recommended by the administration would
raise $4.4 billion on an annual basis. I have a proposal to offer you
this morning for increasing social security tax receipts by consider-
ably more than that amount and doing it in a _way which wouldn’t
raise anybody’s tax rates. My proposal is this. Let’s get back to full
employment.

The committee staff has estimated that if we were at 4-percent un-
employment in 1977, social security tax receipts would be as much as
$11 to $12 billion higher, using existing tax rates, than they will be
at the 6.9-percent unemployment rate which the administration
projects.

In other words, the proposed tax increase would yield $4.4 billion:
Full employment with no tax increase would yield $11 to $12 billion.

Now, I was a little skeptical of that number at first. It sounded
too good to me. The staff pointed out though that not only would
nearly 8 million more people be working and paying taxes if we were
at full employment, but those already at work would be working
more hours and earning more income and paying more taxes. Wage
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and salary income in 1977 would be about $125 billion higher at
full employment than the $1,001 billion projected in the President’s
budget. This higher income would result in higher social security tax
collections and higher income tax collections.

Now, Mr. Secretary, I ask you to have your experts at the Treasury
look into this and let me know if the JEC'’s staff estimates are correct.
Please let us know for the record of this hearing how much you esti-
mate full employment would contribute to increased social security
tax receipts. Even if it was only half of what my staff has estimated,

- we would come out way ahead as compared with the administration’s
tax increase proposal.

[The following information was subsequently supplied for the
record by Secretary Simon:]

Under conditions of full employment social security receipts would be
about $106.6 billion in fiscal year 1977 or nearly $10.4 billion higher than the
actual estimated level of $96.2 billion.

Unfortunately it is not a matter of simply willing that people become em-
ployed. The higher projected receipts in the Social Security funds assume
that people find jobs in the private sector. To bring this about more quickly
than under the path the Administration’s forecasting means an even greater
overall budget deficit and the danger of another recession sometime in the
future as is outlined in my testimony. One cannot look only at the benefits of
full employment without examining the costs of bringing about such full
employment.

Chairman Humparey. So what I am saying is there are lots of
ways to raise money. One way we can get money is to increase the
price of goods, and that is what businesses have been doing. Another
way is to have greater volume and to keep the prices down, which
is what they ought to be doing. One way to have tax receipts up for
workers is to have people at work earning more money and more peo-
ple making money rather than to raise the level of the taxation.

So I would point out that there are ways and means other than
those that have been proposed. Regrettably the President’s budget—
and I feel very strongly about this— did nothing to curb inflation and
did less than that to curb unemployment. What we have depended
on is what we call those intangible forces of the marketplace that are
going to work their will in due time to get us out of the economic
difficulties we are in. I agree that in due time, if you can live through
it, if it doesn’t destroy you, you will make it. But the problem is there
are a lot of casualties along the way.

When people are at the rate of unemployment we have today, we
are paying a terrible price for our adherence to an economic phi-
losophy which once had its day but which is, in my judgment at least,
all over. This trickle-down theory just won’t work any more. People
can’t wait that long any more. Furthermore, the costs of these bene-
fits we are paying out is just unbelievable. I just can’t understand
how the administration has become so convinced that unemployment
compensation, food stamps, and welfare are the answer to our eco-
nomic problems. I thought there was a time when some of us Demo-
crats thought that was the answer in part, but never in full. Now,
it is relied upon I think, as I said the other day, just because the
computer can print the checks faster than we used to be able to print
them out on a typewriter.

Now, those are my prejudices and those are my concerns. You have
heard them all before. They are very sincere and very real.
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Now, we would like to have you tell us how you feel we are going
to overcome this problem of unemployment, this lag in our produc-
tion. How we are going to strengthen this rather fragile recovery
that is now underway? So with that as an opener, why don’t you pro-
ceed with your statement, Mr. Secretary.

STATEMENT OF HON. WILLIAM E. SIMON, SECRETARY OF THE
TREASURY, ACCOMPANIED BY SIDNEY L. JONES, ASSISTANT
SECRETARY FOR ECONOMIC POLICY

Secretary Simox. Thank you very much, Mr. Chairman. I will re-
spond to that social security matter you raised. There is no doubt
that it is a financial fact that full employment today or increased em-
ployment could obviously help as far as the social security fund is
concerned and that the declining employment in the past year and
one-half has hurt as far as the revenue of the trust fund is concerned.

However, we have been spending more than we have been taking
in and running a deficit operation with the trust fund. So full em-
ployment today would just postpone the day of reckoning, not cure
the fundamental problem of the financial integrity of the social secu-
rity system. But that is just an aside.

You will be delighted to hear, Mr. Chairman, if you haven’t seen
it, it?:hlis prepared statement I have in front of me will not be read
in full.

Chairman Humpurey. Yes, I have your prepared statement. We
will, of course, have it printed in full in the record at the end of
your oral statement.

Secretary Simon. Thank you. It is difficult enough to understand
without reading it all. But I would sort of summarize as rapidly
as I can, Mr. Chairman, this prepared statement that we put together
over the past month of our analysis of the current economic out-
look and of the policies needed to provide—and I underline this—
permanent prosperity and employment. Hopefully it will contribute
to a calm, reasoned, and maybe even dispassionate discussion of these
issues.

Now, it is obvious that we also support, Mr. Chairman, the same
basic goals of sustaining the current output and employment gains,
of further moderating the still unsatisfactory rate of inflation, of
reducing the unacceptable rate of unemployment, and of correcting
the monetary, trade, and investment problems which have periodi-
cally disrupted the international economic system. But there can be
disagreement about what tradeoffs will be required to achieve simul-
taneous progress toward all of these goals, about the best mix and
timing of fiscal and monetary actions and about the proper time
horizon for planning current policies.

A year ago at this time, we were concerned with an economy in
the midst of a serious recession. Fortunately, the turning point in
the U.S. economy occurred somewhat earlier than anticipated and
the pace of recovery during the transition period has been a little
bit stronger than expected. Economic historians will likely identify
last April as the low point for the recession. Since then, real final
sales have increased at an annual rate of 4.9 percent and industrial
output has risen at an annual pace of 12 percent after having de-
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clined at an annual rate of 10 percent since late 1973. The aggregate
pattern of this recovery has matched the pace of earlier cyclical
upturns and I believe that expansion will continue throughout 1976
and 1977 if responsible policy decisions are made. Significant progress
has also been made in reducing the rate of inflation and as you said
in your opening statement in expanding employment opportunities
while gradually cutting the overall unemployment rate and in moving
ahead on important international monetary and trade reforms. This
is an impressive turnaround from the situation at yearend 1974
when construction, personal spending, and business investment were
all declining.

Despite the impressive progress of the economy during the second
half of 1975 no one can be satisfied with current conditions. An
annual rate of inflation of approximately 614 percent or an unemploy-
ment rate of 8.3 percent in December are totally unacceptable.

Furthermore, great concern has developed over the impact of
Federal fiscal, monetary, and regulatory policies which have increased
the impact of Government decisions on the total economy. Therefore,
every economic initiative should be more carefully evaluated to
determine: (1) Whether the proposed action is consistent with the
Nation’s overall priorities and resources; and (2) whether the policy
recommended contributes to the long-term achievement of basic goals
rather than merely providing temporary relief as we have in the
past. Using these two guidelines more effectively would help reduce
the constant fine tuning of economic policies and would properly
shift the Government’s attention to longer term requirements rather
than concentrating on “crisis” management. If we fail to apply this
discipline, governments will continue to promise more than can be
delivered and the chronic Federal deficits reported in 16 of the last
17 years—for the period ending with fiscal year 1977—will persist
and the continuation of past trends will eventually make the neces-
sary adjustments even more painful.

As we attempt to further our economic growth and to reduce
inflation and unemployment in 1976, current economic policies must
avoid creating even more difficult problems for subsequent years.
The severe recession of 1974-1975 was a harsh reminder that the
costs of serious economic distortions are greater than the temporary
ben?ﬁts provided by excessive stimulus used to achieve short-term
goal.

I will not read the next section of my testimony.

Chairman Humearey. What page is that now, Mr. Secretary ? The
section on “Economic Background and Prospects”?

Secretary Srmown. Yes. But it is important to understand this
material as a basis for evaluating our policy recommendations. We
anticipate continued economic recovery in 1976 with real output
gains of about 6 percent. The rate of price increase in 1976 will
probably continue at the level recorded in late 1975 although the
figures for individual months may swing widely.

Chairman Humparey. May I please interrupt? You say real output
gains of about 6 percent.

Secretary Siyon. Yes, sir.

- Chairman Humparey. Is that on the high side or the low side?
That is very important. ' ' _
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Secretary Simox. Well, our estimates in the budget are, I believe,
at 6.2 percent for the year. And in looking at the private forecasters,
and we look at 20 to 25 of them, they are all in that range. I think
the low is 5 and the high is 7 or 8 percent—a couple are at 8 percent
but are making different assumptions than in the President’s budget.

Now, the rate of price increase for 1976 will probably continue
at about the level recorded in there. The GNP deflator increased 8.7
percent. The 1976 figure is expected to be 5.9 percent. That per-
spective rate of inflation remains a matter of great concern because
(1) the personal consumption and business investment decisions are
going to be distorted and (2) the overall allocation of resources and
general economic stability will be disrupted and (3) the level of
inflation continues to ratchet upwards. .

Fortunately, the overall unemployment rate has been moving
down since the peak of 8.9 percent last spring. Several other en-
couraging developments in the labor market are occurring: The
sharp gain in employment; the turnaround in the average hours
worked each week; the gradual improvement in the overtime hours
worked ; the improvement in the “layoff rate.” But, nevertheless, much
of our attention is focused on reducing unemployment and continuing
to moderate th edisruptive impact for those who have become un-
employed.

In general, the economic recovery is moving well into its 1lth
month of recovery and we believe that our policy recommendations
will sustain that healthy recovery without creating unwarranted
and unwanted distortions.

* Chairman Humparey. What page are you?

Secretary Staon. The section, on “Economic Policy Background.”

Although the prospects for near-term economic performance are
favorable, several basic trends require further analysis. Without
.question, this country has developed the most efficient and creative
-economic system the world has ever known. It has been particularly
responsive in satisfying the consumption demands of our large
population and the real standard of living for most Americans has
risen sharply during the postwar era.

I then document all of these things which I guess would be, Mr.
Chairman, a partial response. I don’t mean to be facetious but some-
times we tend to give slogans to our economic policies like “trickle
down” and “percolate up” and what have you.-And I don’t know
what the right slogan would be to describe our economy. I just
know it is and has been the most efficient system. We have a funda-
mental disagreement obviously on this——

Chairman HumpHREY. Right.

Secretary Simon. A disagreement that these ideals and principles
that you say no longer work—well, I just don’t buy that.

Chairman Humparey. Well, I don’t say they don’t work. I say it
just depends on how long you last.

Secretary Simon. Well, it is not a matter of lasting long. Why
weren’t we considering, when we were creating the economic policies
for over the last 10 years, that 'we were going to have results like
this? Now we have to pay a price.

" Chairman Humprrey. Well, we all have different views as to
how this all happened. I grew up listening to my father. My father
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was the best economist I ever knew. He told me—and he was a
retail merchant—if the folks coming in the door didn’t have it, we
couldn’t get it. If they brought it in, we would get our share. I have
never forgotten those lessons. They always made sense to us. 1£
those farm people out there in my part of the country haven’t got.
the money, I don’t give a hoot whether you graduated from Yale
University or whether you have been on Wall Street for 50 years,
you still aren’t going to make it.

Secretary Simox. I agree with that. ‘

Chairman Humparey. It is the people, it is the folks that make
the difference.

Secretary Simon. I agree with that.

Chairman Humrarey. It is the people that make investments.
People aren’t going to invest because their father invested and it
is an old family heritage. They invest when they think they can
make a buck, and they invest when there is a chance people will be
customers. There are two kinds of people in economics: Ones that
are social visitors and ones that are economic visitors. If you have
a lot of money and can afford it, you can afford social visitors: And
if you are trying to make it, you have to have economic visitors. I
have learned the hard way that you cannot run a business by just
having people walk in the door just to visit with you. They have
to have income.

Secretary Smmox. I ran a business and I think I have some sym-
pathy with that also, Mr. Chairman, and the point is what the people
need back home to run a business, to make investment, is the con-
fidence that their Government is not going to have economic policies
that are going to be disruptive of private industry.

Chairman HumeegEY. I couldn’t agree with you more. That is
why I think recent policy has been so bad.

Secretary Stamon. Well, over the last 10 years——

Chairman HuyrHREY. No, we had 3.6-percent unemployment in
1968 and we had 4.7-percent inflation in 1968.

Secretary Simon. That is when we were sowing the seeds of the
present policies we got. Of course, we did have a war effort, too.

Chairman Humparey. That is correct. It surely ought to be easier .
now with the war effort over. I used to hear about the peace dividends
that we were going to get. So what do we have instead of peace
dividends? We have a $100 billion defense budget and we have a
bigger debt and we have higher interest rates and we have unem-
ployment and we have inflation. Where are all the peace dividends
we were going to get?

Secretary Siamon. That was all proven to be nonsense because we
didn’t realize we spent that peace dividend 5 years before. That is
why we announced in the Treasury last week that we were going
to commerce accrual accounting in the Government, which is going
to show the impact of present decisions as far as what our fiscal
flexibility is going to be in the future. It has been badly eroded.

Chairman Huarurey. I find myself in considerable agreement with
your idea of accrual accounting. I have been reading up on that. I
think there has been some good economic analysis made of it.

I'm simply saying I will buy the argument as a reasonable man, .
but if you want to say they loused it up in the 1960’s, fine.
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Secretary Smron. And the 1970%s. : |

Chairman Humprrey. But I am saying after 3 or 4 years you can’t
just go ahead and blame it on Uncle Ned out there. There was a
time when you could blame it on L. B. J. for about 8 years. But in
8 years you ought to be able to wipe off most scars, certainly in 5

ears.
Y Secretary Stamon. You see I am not blaming it on Uncle Ned or
Uncle L.B.J. or uncle anybody. I am saying the mistakes just con-
tinued right on.

Chairman Humparey. Well, it just seems to me there were a few
more people at work earning a little more income before we started
playing games with all of the surtaxes and surcharges and phases
and the freezes

Secretary Sraon. And wage and price controls.

Chairman Humparey. And God knows what else.

Secretary Srmow. I agree with you. But let me continue.

Chairman HumrarEy. But those are our differences, I know.

Secretary Simon. We can stop from time to time and disgress

Chairman Husmerrey. I figured T would sort of loosen it up here
a little bit.

Secretary Smon. Yet, as I take the soundings of people through-
out our country, I sense a growing concern about the long-term out-
look for continued economic development. America seems to be on
a path that may not hold the same promise for the future. There
appears to be declining recognition of the fundamental importance
of markets and a narrowing of the boundaries in which individual
Americans can make personal economic decisions. Of course, the
market system adapts to change. The population has grown, the
availability of resources has fluctuated, concerns about the environ-
ment of an increasingly integrated world economy.

As our economy has become more complex, new approaches to
difficult problems have been needed to achieve our general economic
goals, to prevent specific abuses, and to stimulate and preserve
competition in the markets. I believe that free, competitive markets
are the most effective way to provide for increased output and the
equitable distribution of the results of economic activity.

We do need Government regulations and other safeguards to
protect the public interest. But I am disturbed by my discussions
with individual consumers and businessmen which indicate that the
Government at all levels is increasingly constraining innovation,
entrepreneurship, and individual spending decisions. In particular,
the small businessman attempting to create a new enterprise today,

_in which you, Mr. Chairman, have expressed such justifiable concern,
is curtailed at most every turn.

He must comply with thousands of Government regulations on
bhealth, safety, pollution control, hiring practices, product liability,
tax reporting, employee pensions and compensation, advertising, dis-
tribution practices and other requirements too numerous to list.

Chairman Humerrey. May I say I couldn’t agree with you more
on what you said. Here is where I find both of us on similar wave
lengths, and why we can’t find some bipartisan or nonpartisan way
of getting at these problems I don’t know.
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Secretary Smvox. On this subject we in the Government get ac-
cused—both you people in the Congress as well as we in the executive—
of being big-businesss oriented and that we don’t give a damn for
the small businessman and all the rest. I am sensitive to criticism
like that. We just formed an advisory group from all over the
country and they are coming into the Treasury Department tomorrow
afternoon for 2 hours to meet with me. I am going to go into this
in depth with them and start getting some specifics. They represent
small business from every area of these United States. I want to
go in there and I want to listen for 2 hours and have them tell me
about the specific problems and what the Government can do so that
they feel they have an ombudsman in the Government, which 1
think is important.

Chairman Huwmparey. Mr. Secretary, there is a vote. I am going
to turn this over to Congressman Long while I am gone. May I say
I think that is very desirable, Mr. Secretary. There isn’t any easy
answer to what you just said, but I know what you have stated here
is exactly what I hear at home. I don’t accuse you of being big-
business oriented and I don’t accuse you of being antismall business.
I think what we have here is a condition in the market place that
has made it very difficult for small businesses to survive, for them
to get the credit they need, for them to get consideration of their
needs from the Government. Anything that yon can do that will
moderate that and give them a fighting chance is highly desirable
because much of our employment in this country—I think 50 percent
or more of all employment in this country is from small business.

Secretary Simon. Fifty percent of our gross domestic product is
from small business. That is a significant amount of employment
also. You know it is tough to get a handle on small business. That
is why I hope the advisory committee is going to help do that.

Chairman HumpeREY. Go right ahead.

Representative Lona [presiding]. Go right ahead, Secretary Simon,

Secretary Sison. Feel free to interrupt me.

Representative Lone. I will follow the chairman’s example and
interrupt occasionally.

Secretary Smaon. Good. These cost ultimately must be passed on to
consumers in the form of higher prices. Moreover, such costs are
particularly heavy for the smaller businessman because of the fixed-
cost nature of many of the regulations. If profits are earned, and
that is obviously the basic reason for creating most new businesses,
they are taxed by the Federal Government, usually by the States,
and increasingly by local governments, to support the enormous
growth of Government spending at all levels.

Just the paperwork burden of Government regulation is stagger-
ing. Individuals and business firms spend over 130 million people
hours—and you notice I didn’t say man-hours.

Representative Heckrer. Good. Thank you very much.

Secretary Simon. Individuals and business firms spend over 130
million people-hours a year filling out over 5,000 Government forms.
Even more costly is the paperwork burden within Government
itself. The Commission on Federal Paperwork estimates that Federal
spending to process forms totals an incredible $15 billion a year.
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In fact, just the cost for forms themselves runs to a billion dollars
annually, and one department—the Department of Agriculture—
maintains nearly a million cubic feet of records and spends $150
million yearly on reporting systems. )

Now, when Government and businesses are so burdened, it is just
not they who pay the penalty. Everyone pays—the taxpayer and
the consumer alike.

1 know, Senator Proxmire, that this goes to the heart of many of
the things that you had said and I have found out the hard way. And
it is just like tax reform. You know you attack a specific loophole,
if you will—and one person’s loophole is somebody else’s subsidy—
and the special interest here in Washington raise such a fuss, and
you find in attempting to do it on an ad hoc fashion, it is never done.
That is why a massive overhaul, which shows equity across the board,
is the only way we will ever get true regulatory form as you have
proposed. I think it would be sensational if tomorrow morning we
could just lock the door of the ICC. I think that would be the
greatest contribution we could ever make to the American economy
and the small businessman.

Saying that, I will have the teamsters and everybody else on my
neck.

Small businessmen are increasingly questioning the desirability
of working so hard and bearing so much risk when others are able
to claim virtually the same financial rewards in our society with
shorter hours, far fewer headaches, much less responsibility, and
little risk. Is it any wonder that the entrepreneurial spirit in this
country is fading? Employees also have growing concerns about the
future as they see an increasing share of their financial resources
eroded by personal income taxes paid to several layers of Govern-
ment, payroll taxes, property taxes, sales taxes on most of the goods
and services they purchase and many other indirect taxes. Although
earnings continue to rise rapidly, the real purchasing power of
these higher incomes is quickly erased by higher taxes and inflation.

These personal concerns raise fundamental questions about the
proper allocation of resources and decisionmaking between the
public and private sectors. Determining the proper functions of
Government and the means of financing those activities is a critical
issue facing our society. The key, of course, is what is the appropriate
balance? If the balance is almost entirely in the private sector, the
public’s interest may not be properly safeguarded. There would
be little or no national defense, national parks or other public goods
of this sort, and we would still have the difficult challenge of pro-
viding a basic level of income and services for those Americans who
are currently not able to pay for their basic needs. Clearly, there
is an important role for government.

However, when resource allocation and other economic decisions
become dominated by a government bureaucracy, innovation and
productivity are too often restricted.

Moreover, the individual finds he has less freedom of economic
choice as greater portions of his paycheck go to support growing
government outlays at all levels, as prices rise, and as the total
economy becomes less productive. As an economy becomes increas-
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ingly dominated by the Government, individual initiatives fade
away. The potential entrepreneur considering a new business because
he has an idea he thinks is really good finds himself stymied at
almost every turn. The danger of all of this is that in many cases
he concludes that the risks and inconvenience far outweigh the
potential rewards and he drops the idea.

At the extreme, economic decisionmaking by people in the market
is supplanted by people in government, individual incentives evap-
orate, and the economy deteriorates into conditions of stagflation.

Reasonable people will agree that we do not want either extreme.
Too little government results in an absense of public goods and safe-
guards of public interest. Too much government, on the other hand,
stymies the workings of efficient and competitive markets and re-
duces the individual’s freedom of economic choice. We obviously
must have a balance. But what is the appropriate mix of public and
private decision making? There is no exact answer to this question,
but I do believe that we can make a reasoned assessment.

We must recognize that the resources of this great country—the
number of people, their education and skills, the amount and types
of capital goods, the abundance of raw materials, and the infrastruc-
ture of transportation, communication, utility, and other services—
are limited, particularly in the short run. Yet as we all know there
are numerous claims on these resources. Each special interest group
assumes that its claim is somehow unique and deserve satisfaction.
When we total all of the worthwhile claims, we find that they far
exceed our ability as a nation to satisfy them particularly in the
unrealistically short time frames that are sometimes expected. So,
therefore, hard choices must be made.

In trying to respond to the claims before it, governments at all
levels attempt to satisfy as many claims as possible. That is a natural
response to the desire to attract future electoral support.

However, this response has resulted in the increasing intervention
of government at all levels into our individual affairs. In my judg-
ment, the efficiency of our economic system has been unnecessarily
distorted by bureaucratic infringments and by stop-and-go policies
which have produced an atmosphere of instability.

The growth in government spending—Federal, State, and local—
has far exceeded the rate of expansion of the economy. Total govern-
ment spending averaged about 35 percent of our GNP in 1975, com-
pared with 27 percent in 1960 and 21 percent in 1950, as shown in
chart 1 of my prepared statement.

In 1975, 1 out of 6 workers was a government employee; in 1950
this ratio was only 1 out of 10.

In absolute terms, total government spending at all levels—Fed-
eral, 'State, and local—has gone from $61 billion in 1950 to $136 bil-
lion in 1960 and to $525 billion in 1975, as shown in table 1 of my
prepared statement. |

Increasingly, a greater portion of our ability to produce goods
and services is being taken over by government. Each new inroad has
implications for the efficiency of the private sector, to which we must
look for productivity gains and resulting increcases in the total
amount of goods and services produced.

74-582—76—pt. 1——10
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I believe that the balance has tipped too far in the direction of
bigger and bigger government at the relative expense of private
sector. The American people are beginning to resent this growth,
for many of them know that ultimately it must be paid for directly
with their taxes and/or indirectly by accelerating inflation.

We must redress this imbalance and restore to the American peo-
ple greater discretion over personal spending decision. They are
usually able to decide what is best for them and, within limits, com-
petitive markets are able to respond to these desires in the most effi-
cient and responsive manner. I am not talking about-a reduction in
the absolute level of government expenditures. What I am advocat-
ing is a slowdown in the upward momentum of government spend-
ing that began to accelerate in the mid-1960’s so that the relative
portion of fesource allocation decisions made by the private sector
increases. In this way, the overall efficiency of our economic system
can increase and we can bring about higher economic growth.

It cannot be emphasized often enough that the true wealth of a
nation is in its ability to produce goods and services. Improvements
in this ability come mainly from the private sector. We can debate
how the total pie should be divided, but we should not lose sight of
the fact that we are no better off as a nation unless the pie continues
to increase in real terms. To do so and realize a durable prosperity,
we should restore incentives to the private sector by tipping the
scales toward a somewhat greater relative growth of the private
sector.

However, government spending is only one part of the picture.
Resource allocation also is affected by the myriad of regulations in
the private sector faces.

To be sure, many of these regulations are necessary and important
in safeguarding the public interest.

For example, regulations to prevent monopolistic pricing, to assure
product safety, to provide reasonable and effective standards for en-
vironmental protection and worker safety, to make possible fair em-
ployment and other things of this sort are important to us all. How-
ever, too many regulations are overlapping, inefficiently administered
with long delays, or obsolete. Others are actually anticompetitive.
Regulators regulate with a frenzy and in so doing hamper the basic
efficiency of competitive markets.

An underlying problem is that many regulations have never been
subjected to a true cost-benefitted type of analysis. The benefits are
always cited, but very seldom are they documented by evidence show-
ing that the regulation proposed is really going to make a difference.

In other words, is there going to be a measurable and significant
benefit which will exceed the combined cost of administering the
regulations and the costs resulting from reduced efficiency of the
U.S. economic system—costs which ultimately must be borne by the
consumer %

In cases where the benefits are less than the total costs, we should
consider changing or eliminating the government regulations and
administrative actions that have caused the problems. Many regula-
tions designed to cope with yesterday’s problems are obsolete today.
Frequently these regulations impede innovation by creating barriers
to entry which preserves the status quo and limit competition. Other
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regulations simply are ineffectively administered creating needless
redtape and delays.

In those relatively few areas where there is an identifiable need to
safeguard the public interest, Government regulation and adminis-
trative direction should be used but normally economic decisions must
be left to the marketplace.

The consumer would benefit in being able to purchase the product
or service at a lower price and/or with less inconvenience than would
otherwise be the case. The reform of Government regulation is a
principal goal of the administration and many members of Congress
as well. I know of no issue that has the agreement of so many people—
from liberals to conservatives, from business to labor. Yet the spe-
cial interest groups are vociferous and tenacious. Witness the reac-
tions of airline and trucking executives to the President’s reform
proposals for these industries. We should all recognize that we have
an enormous stake in restoring competition to the marketplace.

Turning next to the question of economic stabilization, there is
certainly an important role to be played by fiscal and monetary poli-
cies in evening out extreme moves in the economy. There have un-
questionably been times, however, when such moves and policies have
been counter productive.

For example, additional government stimulus frequently takes ef-
fect at times when the total productive capacity of the economy can-
not absorb the increased demand for goods and services. The result
is inflation, dislocations in the economy, and, eventually unemploy-
ment. Increased Government spending programs have proven to be
a cumbersome tool for short-term economic stabilization purposes.
There usually is a considerable lag between the time a need 1s identi-
fied, or a claim is made by a special interest group, and the time
there is a specific response by Congress to the proposal. Then there
is another time lag before the expenditures actually occur and begin
to spread throughout the economic system. At the time a proposal
was initially considered there may have been underutilization of
resources in the economy, but by the time the program actually comes
on stream resources are often fully employed so that the additional
Government spending leads to greater inflation.

1f there were some way that old programs could be phased down
or climinated during a period of rapid economic expansion, fiscal
policy might be more effective as a tool for stabilization purposes.
However, experience has shown that this is not the case and that
programs initiated in a period of economic slack tend to become
a permanent part of the budget. It is extremely difficult to reduce or
eliminate even the obviously ineffective or obsolete programs; to
scale down existing programs for countercyclical purposes has been,
for all practical purposes, impossible. This is particularly true when
the sizable outlays of the many State and local governments are
added to the total.

This implies that we must avoid abrupt and excessive changes n
Government expenditures. No matter how well intentioned, such
sharp swings in spending tend to accentuate rather than stabilize the
business cycle and serve to increase the uncertainty of developing
policies to meet future needs. In turn, this uncertainty is felt in the
COHS]I{lmeI‘ markets, in the markets for capital goods, and in financial
markets.
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In addition to Government expenditures, I am concerned with the
size of the chronic Federal deficits, particularly the negative impact
on financial markets and capital formation. The rise in Federal ex-

enditures has exceeded the growth in revenues resulting in Federal
gudget deficits in 16 out of the last 17 years. The traditional view of
the Government’s role in the business cycle was that deficits would
be recorded in periods of economic slack, but that surpluses would
occur in periods of high economic activity. As a result, savings would
be available to the private sector for the capital formation necessary
to sustain the economic advance in real terms. This has not occurred
in recent years. We not only have had deficits in periods of economic
boom but even larger deficits in periods when there is less than full
utilization of our resources.

These deficits, of course, need to be financed and such financing in
periods of prosperity harm the economy in a number of ways. Over
the past 10 years, the Federal Government will have borrowed in
the capital markets a total of nearly one-third of a trillion dollars on
a net basis. The national debt now is climbing at a rate of more than
$1 billion a week. During the last 10 years, the interest on the debt
has more than tripled to almost $38 billion in the current fiscal year
and will go to $45 billion in fiscal year 1977—interest is now the third.
largest budget item, after income maintenance and defense.

As annual interest payments grow, fiscal flexibility is constrained.
This “uncontrollable” outlay puts pressure on the total budget, which,
in turn, means that programs must be displaced or tax reductions
foregone.

Moreover, the deficits place the U.S. Treasury in a position of com-
peting with private investors. The recent avalanche of Treasury se-
curities has created distortions in the traditional patterns of funds
being raised by various sectors in the capital markets as well as in
the sheer magnitude of total funds raised, as shown in table 2, of
my prepared statement.

In my judgment, this has contributed to making our financial mar-
kets less efficient in recent years in channeling the savings of society
to dinvestment opportunities. As a result, capital formation is im-

eded.

P Furthermore, deficits accumulate over time. Total Federal debt has
increased from $329.5 billion at the end of fiscal year 1966, to an
estimated $633.9 billion at the end of fiscal year 1976—a rise of 92
percent in only 10 years time. Over the last 10 years the average
maturity of the debt has declined from 5 years, 8 months to 2 years,
5 months. What this means is that the U.S. Treasury must be a more
frequent visitor in financial markets simply to roll over outstanding
securities let alone raising funds for current deficits. In this fiscal
year, 1976, the U.S. Treasury will absorb over 70 percent of all
moneys in the securities markets; government at all levels will ab-
sorb over 80 percent. This percent must be sharply reduced as the
economic advance continues or else some private areas will have to
go without.

The problem becomes far more critical as the recovery progresses
and the financing needs of the private sector intensifiv. If deficits re-
main large, the Treasury, by being first in the credit ine, will always
get its needs financed but in so doing will make it difficult for com-



143

panies with less than prime financial ratings to obtain the financial
resources they need at acceptable interest rates.

Another aspect of the crowding out problem is the secular deterio-
Tation I see in the financial structure of U.S. businesses. Over the past
decade there has been a strong trend toward a much more leveraged
-corporate balance sheet. Debt has roughly tripled; liquid assets have
declined relative to liabilities; the debt-equity ratio has about dou-
bled ; and the average maturity of debt has shrunk. Just as the Treas-
ury 1s a more frequent visitor to credit markets, so, too, will many
companies, and if there is a competition for funds, it is quite clear

‘that the less than prime rated company will be the loser. Continuing

heavy Treasury borrowing will eventually cause difficulties for these
‘companies, small businesses and potential home owners. In the appen-
dix to my prepared statement, crowding out is discussed in greater
«detail.

The size of the deficit also affects the rate of capital formation in
the private sector, and this is a matter of great concern. As the re-
covery progresses, private capital investment must rise to sustain the
recovery.

If we are to meet our goals for increased employment and produc-
‘tivity in a noninflationary environment as well as our environmental,
-safety and energy goals, we must have an increase in the rate of
?ﬁ&ional savings and private direct investment relative to the total
f

P.

The achievement of our capital formation goals depends on the
mnecessary expenditures being financed in the private sector. In turn,
the adequacy of capital flows depends on the savings of society being
less and less used to finance Federal expenditures and more and more
focused on capital formation. This is the only way we can sustain a
-durable recovery over the long run and bring down the level of infla-
tion. If the private sector is unable to finance capital formation be-
cause of the huge demands on savings by the Federal Government
-and because of the resulting inefficiencies introduced in financial mar-
kets, the boom-and-recession sequence of the last decade will be re-
peated. Therefore, it is imperative that we reduce the Federal deficit
-and work toward a budget surplus as the recovery progresses.

Excessive monetary stimulus must also be avoided to prevent re-
newed inflationary pressures and uncertainty. No one wants to see an
explosion of the money supply. On the other hand, it is important
that the monetary growth be adequate to support the increase in
nominal GNP necessary to sustain the recovery. With the surge in
the economy in the last half of 1975, velocity increased dramatically;
that is, the turnover of the money stock rose, indicating people and
business used money more efficiently. This growth rate in velocity is
not sustainable over the long run, but still the average rate of growth
of velocity may well be higher than in years gone by. If this occurs,
the money supply need not grow at as fact a rate to sustain a given
level of nominal GNP as it would need to if there were only a modest
growth in velocity.

Representative Lone. May I ask a question? I guess you know, Mr.
Secretary, that Mr. Burns, and I guess it was yesterday, before the
Banking and Currency Committee was talking about this question of
velocity of money and the cutback. And under the M, he cut it back
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or rather the base was changed from a 5 to a 7.5% range. And he cut
it back from that to a 4.5 to a 7.5% if I remember correctly.

In view of the velocity of the money supplied during that period,
did you agree with that action he took?
 Secretary Sryox. I sure do, Congressman Long. T will tell you why.
Everybody has become an M, watcher in the past 10 years really. I
would say that 99.9 percent of the people don’t understand what they
are watching and that includes some of the people that are supposed-
ly controlling this M, or supposedly able to control this M, which is
impossible over the near-term. You know we go back to the economic
debates we were in just a year ago when we were in what turned out
to be the bottom of the recession, and then you had economists talk-
ing about a 10 to 12 percent growth being needed in the money sup-
ply and others were talking about an 8 to 10 percent rate. Arthur
Burns said 5 to 714 percent. Actually the actual figure fell slightly
below that 5 to 715 range. And if you ask these economists at that
time, who were predicting 10 to 12, what the recovery would be like
with less M, growth, some of them were suggesting it would falter
and we would even have negative growth in the fourth quarter. Well,
the actual M, growth fell short of the target, and what happened;
what went wrong in the calculation? Well, 1t was two things:

One, is the velocity, which is extremely important; and two, is
the problem of seasonable adjustment in the money supply figures.
And Arthur Burns explained this yesterday. He wasn’t really reduc-
ing the target. He was giving himself more flexibility. The target
was a 5 to 714 percent. It is now 414 to 714 percent, which allows
the Federal Reserve to do what Arthur Burns has been saying every
time he has come up to testify—that the money supply will increase
sufficiently to support the economic expansion, but it will not increase
to the point where it is going to rekindle the inflationary pressures
as it has in the past.

When the economic recovery is clearly underway and gaining
momentum, if you will, and when private demands begin to become
apparent, at that point the Federal Reserve traditionally—just as
the Treasury should get out of the way of the marketplace by having
surpluses in periods of high economic activity—the Federal Reserve
must moderate the growth in the money supply. This gives them the
flexibility in the months ahead to moderate the money supply as it
monitors the economic expansion that is already underway.

Representative Long. What do you attribute this increased velocity
going this recent period to?

Secretary Srmon. Oh, boy, that is a very difficult question.

Representative Lona. I gather that no one pursued that yesterday.

Secretary Srmon. You would have to climb into the minds of mil-
lions of people in the way they are managing their money today ver-
sus the way they used to do so before. And you are finding corpora-
tions that are keeping fewer cash balances, if you will; and utilizing
their funds in interest-bearing ways, whether it is investments in
savings accounts or the like. You see everybody has become a money
manager.

_ Representative Lonag. Well, attempting to generalize, is it a danger
signal in that it perhaps indicates a lack of a sense of security or con-
versely a sense of insecurity ?
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Secretary Styox. No, I don’t think so. Well, you asked two ques-
tions there. When we have very great inflationary expectations, which
we had a year ago, savings rates increase because people become fear-
ful about the future. They are becoming a little less fearful now about
the future than last year. The inflationary expectations are beginning
to be reduced, to be wrung out of the economy but that is going to
take time.

No, I would suggest that people are becoming more efficient in the
use of their money. As I said, they are keeping lower balances, at
least primarily the corporations, in the way they handle their money.
This has been something that has been occurring gradually over the
last 10 years.

Representative Loxg. Thank you.

Secretary Siaon. Witness the overdrafts in commercial banks
with individuals. You know they will keep $100 in their savings ac-
count and have the rest invested in interest bearing securities and
then they will run overdrafts if funds are needed. I don’t necessarily
consider that dangerous.

Representative Lona. As long as they can cover their overdrafts.

Secretary Siaron. Presumably they can with their private savings.
If it is temporary enough, they don’t want to interrupt the interest
they are receiving in their investment.

Representative Loxg. I see. Thank you. Go right ahead. Do vou
want to complete your statement now?

Secretary Simox. I only have a few more comments.

Representative Long. Yes, sir.

Secretary Simon. Given the fact that monetary growth in 1975
was moderate, the Federal Reserve has considerable flexibility in
managing monetary growth in the months ahead and still be within
its target range on a cumulative basis. Given the anticipated velocity
increase and this flexibility in near-term policies, the Federal Re-
serve’s target range of 5 to 714 percent for growth in the money
supply is consistent with the sustained recovery we anticipate for
1976. However, over the longer run, this range is not compatible with
bringing down the level of inflation. Therefore, the monetary targets,
as I explained a second ago, will need to be reduced in the future as
the recovery proceeds.

For both fiscal and monetary policies, the problem of instability
is compounded by the present inflation psychology that permeates
our society. All too readily the economy will move to a higher level
of prices, but only grudgingly will it move to lower prices despite
slack demand. This inflation psychology has been building for a
decade and its unwinding will not be easy. The achievement of eco-
nomic growth without accelerating inflation could be upset by fiscal
itnd monetary policies that are, or even appear to be, overly stimu-

ative.

In addition, such excesses will lead to bottlenecks developing in
certain key industries well before the economy as a whole reaches
full employment. This occurred in 1973 in such industries as chemi-
cals, steel, paper, and fertilizers. The dislocations caused by bottle-
necks send inflationary tremors throughout the economy and lead
to inefficiencies which ultimately can curtail a recovery in real terms.

I believe that by excessively concentrating on short-term economic
stabilization goals rather than on the long-term allocation of re-
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sources, stop-go fiscal and monetary policies in the past have been a
disruptive influence which has accentuated the business cycle. Too
often fiscal policies and, to a lesser extent, monetary policies have
lagged economic developments so that when the stimulus or restraint
arrives the business cycle has changed. As a result, these policies ac-
centuate rather than dampen the ups and downs in the economy—
just the opposite of the intended purpose of these changes.

We must act wisely and responsibly in bringing stability to our
economy. The excesses of the past are not easily undone. Excessive
spending, excessive credit creation, excessive stimulation all may pro-
vide a short-term palliative, but before long additional inflation and
production bottlenecks set in and economic performance declines.
The stop-and-go policies of the past 15 years have led to an instabil-
ity which now is deeply rooted in our society. We can undo this
‘problem only through a moderate and steady economic recovery
which restores confidence in the prospect for longer run prosperity
in a noninflationary environment.

There can be confusion about what is necessary to deal with a cur-
rent problem and the effect of that action on future fiscal flexibility.
Too often we in Government are prone to make decisions without
proper consideration of the cumulative impact of those decisions on
the future. To deal with this problem, I am proposing—and I go at
this point to the accrual accounting that I spoke about to the chair-
man a few minutes ago: that is, what the purpose is of accrual ac-
counting and the consolidated statements that I believe are critical.

In summary this country has developed the most efficient and pros-
perous economic system the world has ever known. Over the past 15
years the U.S. economy has increased the real output of goods and
services by 60 percent; the real income of the average American has
increased by over 50 percent; the number of Americans living in
families with incomes below the poverty level has declined from 20.7
to 10.2 percent—1974—of the population; and 20 million new jobs
have been created.

Unfortunately, that impressive performance was marred by: (1)
_A sharp increase in inflation beginning in the mid-1960’s; (2) con-
tinued unemployment in excess of 5 percent throughout the first half
of the 1960’s and again in the 1970’s, and a sizable GNP gap between
-actual and potential output during those same time frames; and (3)
occasional disruption of international trade and investment. While
we clearly are justified in having a great deal of pride in our eco-
nomic system, there also are sufficient reasons to have concern about
the future pattern of economic progress.

Throughout much of this period the concept that the Government
must continuously intervene to stabilize the U.S. economy has domi-
nated policy decisions. The repeated use of fiscal and monetary stimu-
lus too often has turned out to be counterproductive because of the
lagged impact of such actions. The temporary programs created to
respond to current problems have frequently become a permanent
Government activity with the result that fiscal flexibility and con-
-trol have been continuously eroded. '

The debate over the proper role of the Government in the total
-economy will continue. But there is an even more fundamental issue
involving the total size and growth of Government spending which
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has led to chronic deficits and periodic disruption of the entire econ-
omy. Merely ranking priorities within the Federal budget is not
enough. We must expand the analysis to evaluate total Government
outlays as they relate to the priorities of the entire economy. I em-
phasized the need for considering the combined private and public
demand for goods and services in my testimony before the Subcom-
mittee on Priorities and Economy in Government of the Joint Eco-
nomic Committee on April 3, 1975,

The second basic requirement is to lengthen the time horizon of
policy planning. And that is important. i

There is a natural tendency to concentrate too much on short-run
needs without adequate consideration for the cumulative impact of
decisions into the future. This point is particularly important at this
time because of the short-term benefits claimed for rapidly stimulat-
ing the economy with the slack that still remains at this stage of the
recovery.

However, because of the painful inflation recently experienced
there must be greater concern about the reactions in the private sector
to actual and potential Government policies. Employees are anxious
to restore their real wage gains and business wants to restore profit
margins which have been eroded by inflation. If the real growth in
the economy is accelerated too rapidly, both real and perceived in-
flation pressures could quickly escalate because of concerns about the:
future. Another repetation of inflation and recession would result
in even more unemployment and lost output. Lower rates of unem-
ployment and inflation are obviously the desired goal, but we must.
consider the prospects over the next few years not the next few
months. A mix of policies designed to provide temporary relief at
the expense of higher rates of inflation and unemployment in future
years 1s inappropriate.

It is particularly important to consider the longer run Government
spending trends. The amount of adjustment in any specific Federal
budget may appear to be relatively limited because of the legislative-
decisions of the past.

However, decisions to better control Federal spending today will
have major significance on the levels of outlays in 1978, 1979 and
beyond as existing programs continue to expand. It will never be
easy to make these fundamental shifts and there is a tendency to-
wait for a more “convenient” time to begin the painful process of re-
gaining fiscal control, but I am convinced that the longer we permit
the existing trends to continue, the more difficult the ultimate cor-
rection process will be. To come to grips with this issue we have-
designed a responsible mix of economic policies that will bring about
a durable, lasting economic prosperity which will benefit our Nation
with sustainable and increasing employment.

Representative Lone. Thank you, Mr. Secretary. We appreciate-
your comments today.

[The prepared statement of Secretary Simon follows:]

PREPARED STATEMENT OF HoN. WrLLIAM E. SiMoN

Mr. Chairman and Members of this Distinguished Committee: I am pleased
?o appear before you to discuss the current economic situation and, more-
importantly, to consider some of our longer-term economic goals and policies,
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The importance of economic issues in shaping the future gives the Joint
Economic Committee a basic role in determining these goals and policies.
I hope that my analysis of the current economic outlook and of the policies
needed to provide permanent prosperity and employment will contribute to a
calm, reasoned, and perhaps, dispassionate discussion of these issues.

The Nation's economic goals were summarized in the Employment Act of
1946: “To promote maximum employment, production, and purchasing power”
thrpugh actions consistent with “other essential considerations of national
policy” in ways “calculated to foster and promote free competitive enterprise
and the general welfare . . .” It is obvious that we all support the same basic
goals of sustaining the current output and employment gains, of further mod-
erating the still unsatisfactory rate of inflation, of reducing the unacceptable
rate of unemployment, and of correcting the monetary, trade and investment
problems which have periodically disrupted the international economic system,
B_ut there can be disagreement about what tradeofis will be required to achieve
simultaneous progress toward all of these goals, about the best mix and timing
of fiscal and monetary actions and about the proper time horizon for planning
current policies.

A year ago at this time, we were concerned with an economy in the midst
of a serious recession. Fortunately, the turning point in the U.S. economy
occurred somewhat earlier than anticipated and the pace of recovery during
the transition period has been stronger than expected. Economic historians
will likely identify last April as the low point for the recession. Since then,
real sales have increased at an annual rate of 4.9 percent and industrial
output has risen at an annual pace of 12 percent after having declined at an
annual rate of 10 percent since late 1973. The aggregate pattern of this recov-
ery has matched the pace of earlier cyclical upturns and I believe that expan-
sion will continue throughout 1976 and 1977 if responsible policy decisions are
made. Significant progress has also been made in reducing the rate of inflation,
in expanding employment opportunities while gradually cutting the overall
unemployment rate and in moving ahead on important international monetary
and trade reforms. This is an impressive turnaround from the situation at
yearend 1974 when construction, personal spending and business investment
were all declining,

Despite the impressive progress of the economy during the second half of
1975 no one can be satisfied with current conditions. An annual rate of inflation
of approximately 614 percent or an unemployment rate of 8.3 percent in
December are totally unacceptable. Furthermore, great concern has developed
over the impact of Federal fiscal, monetary and regulatory policies which
have increased the impact of government decisions on the total economy. There-
fore, every economic initiative should be more carefully evaluated to determine:
(1) whether the proposed action is consistent with the Nation’s overall prior-
ities and resources; and (2) whether the policy recommended contributes to
the long-term achievement of basic goals rather than merely providing tem-
porary relief. Using these two guidelines more effectively would help reduce
the constant fine-tuning of economic policies and would properly shift the
government’s attention to longer-term requirements rather than concentrating
on “crisis” management. If we fail to apply this discipline, governments will
continue to promise more than can be delivered and the chronic Federal
deficits reported in sixteen of the last seventeen years (for the period ending
with Fiseal Year 1977) will persist and the continuation of past trends will
eventually make the necessary adjustments even more difficult and costly.

As we attempt to further our economic growth and to reduce inflation and
unemplovment in 1976, current economic policies must avoid creating even
more difficult problems for subsequent years. The severe recession of 1974-75
was a harsh reminder that the costs of serious economic distortions are greater
than the temporary benefits provided by excessive stimulus used to achieve
short-term goals. In what follows, I will review the current economy and then
move on to consider certain basic underlining problems as they affect current
policy needs.

1. ECONOMIC BACKGROUND AND PROSPECTS

The recent recession resulted in a drop in real output of goods and services
of 6.6 percent stretched over five consecutive quarters; unemployment rose
to a postwar high of almost 9 percent; basic patterns of domestic and interna-
tional consumption and investment were disrupted; the entire financial struc-
ture was severely tested; and inflation continued to be a distorting force
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despite the sharp decline of economic activity. In planning for 1975 the
Administration anticipated that an accelerating economic recovery would
begin by midyear if three fundamental adjustments could be accomplished:
(1) the unwanted accumulation of inventories could be liquidated and new
orders increased; (2) “real incomes” of consumers could be restored by re-
ducing the double-digit level of inflation and initiating tax reductions and
rebates which would stimulate personal consumption; and (3) employment
would begin to increase rapidly enough to reduce the unemployment rate and
strengthen consumer confidence.

These expectations were summarized in the economic assumptions underlying
the budget published one year ago:

ECONOMIC FORECASTS AND ACTUAL RESULTS FOR CALENDAR YEAR 1975

in percent]

Forecast
published Actual
February 1975 results

Gross national product (current dollars) 7.2 6.5
Gross national product (constant dollars)..._.._.___ -3.3 -2.0
Gross national product price deflator (yearly average 10.8 8.7
Consumer Price Index (yearly average) ... _._...__ 11.3 9.1
Unemployment rate (yearly average).......... - - 8.1 8.5

The actual results were not very different from the earlier expectations. More-
over, the forecast for calendar year 1976, as contained in last year’s budget, and
the forecast in the current budget also are not very different. If anything, con-
tinued and better progress is anticipated now than anticipated one year ago.

ECONOMIC FORECASTS FOR 1976

[In percent]

Forecast Forecast
published published
February 1975 January 1976

Gross national product (current dollars)_ .. e 12.6 12.4
Gross national product §constant dollars) 4.8 6.2
Gross national product deflator (yearly average). .. . .o 1.5 5.9
Consumer Price Index (yearly average)__ __ - 7.8 6.3
Unemployment rate (yearly average)..__ e 7.9 1.7

The basic turning point in the U.S. economy occurred during the second
quarter of 1975 when real output rose at an annual rate of 3.8 percent follow-
ing five comsecutive quarterly declines. Then in the third quarter real GNP
increased at an unusually high annual rate of 12.0 percent. However, over
one half of the gain reflected a2 massive swing in inventories toward less
liquidation. During the last three months of 1975, preliminary figures indicate
that real output expanded at an annual pace of 5.4 percent as the liquidation
of inventories effect was largely over. Real final sales increased at a 5.0
percent annual rate, compared with 4.7 percent in the third quarter of 1975.

The forecast for real economic growth in 1976 is now 6.2 percent with the
pattern of recovery continuing throughout the year and into 1977. The major
strength of the U.S. economy will continue to be personal spending, which
represents approximately two-thirds of our GNP. Real personal consumption
expenditures are expected to increase 5 percent this year, compared to a rise
of about 1 percent in 1975 and to a decline of almost 1 percent in 1974, As
consumers increased their spending in early 1975 and continued to purchase
a variety of durable and nondurable goods throughout the year, this funda-
mental shift has proven to be a crucial element in the recovery to date. Per-
sonal incomes are expected to rise strongly in 1976, and real purchasing power
should continue to improve if inflation does not accelerate. After falling 1%
percent in 1974, real disposable personal income increased approximately 2
percent in 1975,
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Fu?thermore, consumers increased their savings as a percentage of dispos-

able income to the unusually high level of 8.3 percent in 1975 compared to an
average annual rate of 6.4 percent from 1960 through 1974. Our 1976 forecast
anticipates a continued high savings rate of about 8 percent, which affords
the consumer a cushion to sustain the rise in spending. The improvement in
h.0u§ehold balance sheets—resulting from the rapid accumulation of savings,
liquidation of personal installment debts last year and the increase in the value
of financial assets—the reduced pace of inflation, further improvement in
employment, and general economic recovery all should work to strengthen
consumer confidence and spending in 1976.
‘While personal consumption expenditures will provide a necessary founda-
tion for the economic recovery, the incremental thrust for growth will need
to be provided by accelerated private domestic investment. Business spending
for new plant and equipment tends to lag behind other sectors during an
economic recovery and such real outlays actually fell 11.8 percent in 1975,
Fortunately, that decline bottomed out in the third quarter of 1975 and
business fixed investment should show good growth in 1976. The quarterly
pattgrn of business spending is expected to accelerate throughout the year
as rising corporate profits provide additional incentives, as increased retained
earnings provide financing, and as improved corporate financial positions enable
managers to plan more confidently for meeting future demands for goods
and services. Long-term interest rates, though they have declined, still remain
at historically high levels. However, a record amount of long-term financing
was consummated last year (primarily in the high grade area). The sharp
improvement in the stock market will likely encourage more equity financing
which is badly needed to offset the heavy reliance on debt during recent years.
The combination of these things would lead me personally to believe that real
capital spending will rise in the neighborhood of 3 percent this year.

The liquidation of inventories is now largely completed—except for a few
manufacturing sectors—and modest additions to inventory stocks should add
to the general recovery in 1976. During the first and second quarters of 1975,
inventories were liquidated at annual rates of $24.8 billion and $29.6 billion
respectively in current dollars. During the third quarter, only a small decline
was reported and in the fourth quarter inventories were essentially un-
changed. Businessmen naturally are being very careful about replenishing
their inventories following the problems caused by excessive purchases and
the drop in sales in 1974, which piled up unwanted stocks that had to be
liquidated in 1975. The expectation of a moderate acceleration in inventory
accumulation as the year progresses is consistent with the overall economic
outlook.

Residential construction is also expected to continue the pattern of gradual
recovery begun in 1975. By the fourth quarter of 1975 new housing starts
had reached an annual rate of 1.837 million units compared to a level of 1.07
million new starts at an annual rate reported during the second quarter.
By yearend 1976 new housing starts will likely reach an annual rate of 1.75
million units which while still below the peak levels of 1971 through 1973
will contribute to the total economic expansion. The availability of mortgage
financing has greatly improved but new building activity continues to be
constrained by the large backlog of unsold housing units, the jump in average
prices for new homes from $38,900 in 1974 to $42,300 last year, the high rates
of interest still required on mortgage loans as well as by the general un-
certainties associated with the sharp increase in unemployment during the
recent recession. The housing sector will benefit from the improvement in
personal incomes as the economy strengthens, but a variety of serious struc-
tural problems must be corrected. In particular, a more stable economy would
help reduce the disruptive swings in home building that have badly hurt this
industry over the years.

The surplus in our balance of international trade will likely decline in
1976 from last year’s record surplus of around $11 billion. As the U.S. economy
continues its economic expansion, imports of raw materials and some finished
goods will rise more rapidly than exports to our major trading partners, who
generally are not recovering as rapidly. Fortunately. the reduced surplus will
not curtail the domestic level of output and employment because exports will
continue to grow.

Combining the major private sectors of the U.S. economy and the govern-
ment into a total GNP forecast indicates that 1976 will be a good year with



151

real output gains of about 6 percent and real final sales of 415 to 5 percent,
Personal consumption expenditures should provide a solid base for continued
growth and business spending for plant and equipment should accelerate as
the year progresses, which will provide much of the additional thrust to
sustain the recovery. Solid gains in residential construction and inventory
investment are also expected to add to the total growth., If the economy could
be judged only on the basis of output and consumption the forecast for 1976
would seem most satisfying. However, the serious problems of inflation and
unemployment will require continued attention.

The rate of price increases in 1976 will probably continue at about the level
reported in late 1975, although the figures reported for individual months may
swing widely. In 1975, the GNP price deflator increased 8.7 percent. The 1976
figure is expected to be 5.9 percent.

The expected moderation of inflation on a year-over-year basis is. of course,
a welcome development but it must be recognized that there is considerable
uncertainty surrounding this outcome. It is clear that: (1) inflation at the
present level will continue to distort personal consumption and business in-
vestment decisions; (2) price increases in the high single- and double-digit
categories are disruptive to the allocation of resources in our economy as
well as to the stability of existing institutions and they threaten our entire
economic system; and (3) while inflation pressures tend to moderate and
intensify over the course of a business cycle, each time we start an economic
recovery it is from a higher level. The last point is particularly troublesome
at this time, for it points to the difficulty of reducing the near-term level of
inflation.

The near-term outlook for unemployment is also a matter of great concern.
From 1960 through 1975 the unemployment rate averaged 5.2 percent. On a
vearly average basis, the low point of 3.5 percent was reported in 1969 and
the highest yearly average level was 8.5 percent during 1975 when a postwar
record was set. Over this extended time period there have been significant
changes in the composition of the civilian labor force and in the development
of various government programs to minimize the social costs of unemploy-
ment which may be causing some disincentives for returning to work. Despite
these structural changes, it still is clear that unemployment is far too high
today. In fact, after each hout of stop-go policies. there is a worrisome
tendency to start the next economic advance from successively higher levels
of unemployment and inflation.

There were several encouraging developments in the labor market during
1975: (1) the gain in employment of 1.1 million workers since the recovery
got underway in April: (2) the turnaround in the average hours worked each
week which are now almost hack to the pre-recession level; (3) the gradual
improvement in overtime hours worked; (4) the improvement in the “lay-off
rate” from 3.1 per 100 employees in January 1975 to 1.3 in December: and
(5) the drop in the unemployment rate from the peak of around 9 nercent.
While tkese developments are encouraging, specific effort must he committed
to reducing the existing level of excessive unemployment if all Americans
are to share in the benefits of recovery.

II. ECONOMIC POLICY BACKGROUNB

Although the prospects for near-term economic performance are favorable,
several basic trends require further analysis. Without question. this country
have developed the most efficient and creative economic svstem the world
has ever known. It has been particularly responsive in satisfving the con-
sumption demands of our large population and the real standard of living
for most Americans has risen sharply during the postwar era. Real disnosable
per capita income has increased by about 50 percent in the past 15 vears—
after inflation. Over the same 15 years, the percent of persons in families
below the poverty line has bheen cut in half—to approximately 10 percent. The
median family income now is approximately $13.000. Personal consumption
expenditures now account for almost two-thirds of our Gross National Product
and Americans spend around 92 percent of their disposable income.

Yet, as T take soundings of people throughout our country, I sense a growing
concern about the long-term outlook for continuned economic develonment.
America seems to be on a path that may not hold the same promise for the
future. There appears to be declining recognition of the fundamental impor-
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tance of markets and a parrowing of the boundaries in which individual
Americans can make personal economic decisions. Of course the market
system adapts to change. The population has grown, the availability of resources.
has fluctuated, concerns about the environment have increased and the United.
States has become a major part of an increasingly integrated world economy.
As our economy has become more complex, new approaches to difficult prob-
lems have been needed to achieve our general economic goals, to prevent
specific abuses, and to stimulate and preserve competition in the markets.
I believe that free, competitive markets are the most effective way to provide
foxt'_ ipézreased output and the equitable distribution of the resuylts of economic
activity.

We do need government regulations and other safeguards to protect the
public interest. But I am disturbed by my discussions with individual con-
sumers and businessmen which indicate that the government at all levels. is
increasingly constraining innovation, entrepreneurship, and individual spending
decisions, In particular, the small businessman attempting to create a new
enterprise today, in which you, Mr. Chairman, haxe expressed such justifiable
concern, is curtailed at most every turn. .

He must comply with thousands of government regulations on health, safety,
pollution control, hiring practices, product liability, tax reporting, employee
pensions and compensation, advertising, distribution practices and other re-
quirements too numerous to list. This compliance burden is costly to large and
small businesses alike. These costs ultimately must be passed on to consumers
in the form of higher prices. Moreover, such costs are particularly heavy for
the smaller businessman because of the fixed-cost nature of many of the
regulations. If profits are earned, and that is obviously the basic reason for
creating new businesses, they are taxes by the Federal Government, usually
by the States, and increasingly by local governments, to support the enormous
growth of government spending at all levels.

Just the paperwork burden of government regulation is staggering. In-
dividuals and business firms spend over 130 million person-hours a year filling
out over 5,000 government forms. Even more costly is the paperwork burden
within government itself. The Commission on Federal Paperwork estimates
that Federal spending to process forms totals an incredible $15 billion a year,
In fact, just the cost for forms themselves runs to a billion dollars annually,
and one department—Agriculture—maintains nearly a million cubic feet of
records and spends $150 million yearly on reporting systems. When govern-
ment and businesses are so burdened, it is not just they who pay the penalty.
Everyone pays—the taxpayer and the consumer alike.

Small businessmen are increasingly questioning the desirability of working
so hard and bearing so much risk when others are able to claim virtually the
same financial rewards in our society with shorter hours, far fewer headaches,
much less responsibility, and little risk. Is it any wonder that the entre-
preneurial spirit in this country is fading? Employees also have growing con-
cerns about the future as they see an increasing share of their financial
resources eroded by personal income taxes paid to several layers of govern-
ment, payroll taxes, property taxes, sales taxes on most of the goods and
services they purchase and many other indirect taxes. Although earnings
continue to rise rapidly, the real purchasing power of these higher incomes
is quickly erased by higher taxes and inflation.

These personal concerns raise fundamental questions about the proper
allocation of resources and decision making between the public and private
sectors. Determining the proper functions of government and the means of
financing those activities is a critical issue facing our society. The key, of
course, is what is the appropriate balance? If the balance is almost entirely
in the private sector, the public’s interest may not be properly safeguarded.
There would be little or no national defense, national parks or other public
goods of this sort, and we would still have the difficult challenge of providing
a basic level of income and services for those Americans who are currently
not able to pay for their basic needs. Clearly, there is an important role for
government,

However, when resource allocation and other economic decisions become
dominated by a government bureaucracy, innovation and productivity are too
often restricted. Moreover, the individual finds he has less freedom of economic
choice as greater portions of his pay check go to support growing government
outlays at all levels, as prices rise, and as the total economy becomes less
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productive, As an economy becomes increasingly. dominated by the govern-
ment, individual initiatives fade away. The potential entrepreneur considering
a new business because he has an idea he thinks is really good finds himself
stymied at almost every turn.. The danger of all of this is that in many cases
he concludes that the risks and inconvenience far outweight the potential
rewards and he drops the idea. At the extreme, economic decision making
py people in the market is supplanted by people in government, individual
incentives evaporate, and the economy deteriorates into conditions of stagflation.

Reasonable people will agree that we do not want either extreme. Too little
government results in an absence of public goods and safeguards of the public
interest. Too much government, on the other hand, stymies the workings of
efficient and competitive markets and reduces the individual’'s freedom of
economic choice. We obviously must have a balance. But what is the appro-
priate mix of public and private decision making? There is no exact answer
to this question, but I do believe that we can make a reasoned assessment,

‘We must recognize that the resources of this great country—the number of
people, their education and skills, the amount and types of capital goods, the
abundance of raw materials, and the infrastructure of transportation, com-
munication, utility, and other services—are limited, particularly in the short
run. Yet as we all know there are numerous claims on these resources. Each
special interest group assumes that its claim is somehow unique and deserves
satisfaction. When we total all of the worthwhile claims, we find that they
far exceed our ability as a Nation to satisfy them particularly in the un-
realistically short time frames that are sometimes expected. Obviously hard
choices must be made,

In trying to respond to the claims before it, governments at all levels attempt
to satisfy as many claims as possible. That is a natural response to the
desire to attract future electoral support. However, this response has resulted
in the increasing intervention of government at all levels into our economic
system and into our individual affairs. In my judgment, the efficiency of our
economic system has been unnecessarily distorted by bureaucratic infringe-
ments and by stop-and-go policies which have produced an atmosphere of
instability.

The growth in government spending (Federal, State and local) has far
exceeded the rate of expansion of the economy. Total government spending
averaged about 35 percent of our GNP in 1975, compared with 27 percent
in 1960 and 21 percent in 1950 (see Chart 1). In 1975, 1 out of 6 workers
was a government employee; in 1950 this ratio was only 1 out of 10. In abso-
lute terms, total government spending at all levels—Federal, State and local—
has gone from $61 billion in 1950 to $136 billion in 1960 and to $525 billion
in 1975 (see Table 1). Increasingly, a greater portion of our ability to produce
goods and services is being taken over by government. Each new inroad has
implications for the efficiency of the private sector, to which we must look
for productivity gains and resulting increases in the total amount of goods
and services produced.

I believe that the balance has tipped too far in the direction of bigger and
bigger government at the relative expense of the private sector. The American
people are beginning to resent this growth, for many of them know that
ultimately it must be paid for directly with their taxes and/or indirectly
by accelerating inflation.

We must redress this imbalance and restore to the American people greater
discretion over personal spending decisions. They are usually able to decide
what is best for them and, within limits, competitive markets are able to
respond to these desires in the most efficient and responsive manner. I am
not talking about a reduction in the absolute levle of government expenditures.
What I am advoecating is a slowdown in the upward momentum of govern-
ment spending that began to accelerate in the mid-1960’s so that the relative
portion of resource allocation decisions made by the private sector increases.
In this way, the overall efficiency of our economic system can increase and we
can brnig about higher economic growth,

It cannot be emphasized often enough that the true wealth of a Nation is
in its ability to produce goods and services. Improvements in this ability come
mainly from the private sector. We can debate how the total pie should be
divided, but we should not lose sight of the fact that we are no better off
as a Nation unless the pie continues to increase in real terms. To do so and
realize a durable prosperity, we should restore incentives to the private sector
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by tipping the scales toward a somewhat greater relative growth of the
private sector.

However, government spending is only one part of the picture. Resource
allocation also is affected by the myriad of regulations the private sector
faces. Regulatory agencies have come to exercise direct control over trans-
portation, energy, communications and the securities market—industries that
account for almost 10 per cent of the value of everything made and sold—
and to exercise indirect control over much of the rest of our private economy.
Business activities have become more controlled in areas of environmental
protection, job safety, consumer requirements, hiring practices and information
reporting and much more.

To be sure, many of these regulations are necessary and important in safe-
guarding the public interest. For example, regulations to prevent monopolistic
pricing, to assure product safety, to provide reasonable and effective standards
for environmental protection and worker safety, to make possible fair em-
ployment and other things of this sort are improtant to us all. However, too
many regulations are overlapping, inefficiently administered with long delays,
or obsolete, Others are actually anti-competitive. Regulators regulate with a
frenzy and in so doing hamper the basic efficiency of competitive markets.

An underlying problem is that many regulations have never been subjected
to a true cost-benefit type of analysis. The benefits are always cited, but very
seldom are they documented by evidence showing that the regulation proposed
is really going to make a difference. In other words, is there going to be a
measurable and significant benefit which will exceed the combined cost of
administering the regulations and the costs resulting from reduced efficiency
of the U.S. economic system—costs which ultimately must be borne by the
consumer? In cases where the benefits are less than the total costs, we should
consider changing or eliminating the government regulations and administra-
tive actions that have caused the problems. Many regulations designed to
cope with yesterday’s problems are obsolete today. Frequently these regula-
tions impede innovation by creating barriers to entry which preserve the
status quo and limit competition. Other regulations simply are ineffectively
administered creating needless red tape and delays.

In those relatively few areas where there is an identifiable need to safe-
guard the public interest, Government regulation and administrative direction
should be used but normally economic decisions should be left to the market-
place. By eliminating unnecessary regulations and streamlining others, the
negative impact of government actions that restrain the economic decision
making ability of the private sector would be reduced. The consumer would
benefit in being able to purchase the product or service at a lower price and/or
with less inconvenience than would otherwise be the case. The reform of
government regulation is a principal goal of the Administration and many
members of Congress as well. I know of no issue that has the agreement of
so many people—from liberals to conservatives, from business to labor. Yet
the special interest groups are vociferous and tenacious. Witness the reactions
of airline and trucking executives to the President’s reform proposals for these
industries. We should all recognize that we have an enormous stake in re-
storing competition to the marketplace.

Turning next to the question of economic stabilization, there is certainly
an important role to be played by fiscal and monetary policies in evening out
extreme moves in the economy. There have unquestionably been times, however,
when such moves and policies have been counter productive. For example,
additional government stimulus frequently takes effect at times when the
total productive capacity of the economy cannot absorb the increased demand
for goods and services. The result is inflation, dislocations in the economy,
and, eventually, unemployment. Increased government spending programs
have proven to be a cumbersome tool for short-term economic stabilization
purposes. There usually is a considerable lag between the time a need is
identified. or a claim is made by a special interest group, and the time there
is a specific response by Congress to the proposal. Then there is another time
lag before the expenditures actually occur and begin to spread throughout
the economic system. At the time a proposal was initially considered there
may have been underutilization of resources in the economy, but by the time
the program actually comes on stream resources are often fully employed so
that the additional government spending leads to greater inflation.

If there were gome way that old programs could be phased down or elim-
inated during a period of rapid economic expansion, fiscal policy might be
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shown _that this is not the case and that programs initiated in a period of
economic slack tend to become a permanent part of the budget. It is extremely
difficult to reduce or eliminate even the obviously ineffective or obsolete pro-
grams; to scale down existing programs for countercyclical purposes has been,
f9r all practical purposes, impossible. This is particularly true when the
,s1zab}e outlays of the many State and local governments are added to the total.

This implies that we must avoid abrupt and excessive changes in govern-
ment expenditures. No matter how well intentioned, such sharp swings in
spepding tend to accentuate rather than stabilize the business cycle and serve
to increase the uncertainty of developing policies to meet future needs. In
turn, this uncertainty is felt in the consumer markets, in the markets for
capital goods, and in financial markets.

In addition to government expenditures, I am concerned with the size of
the chronic Federal deficits, particularly the negative impact on financial
markets and capital formation. The rise in Federal expenditures has exceeded
the growth in revenues resulting in Federal budget deficits in sixteen out of
the last seventeen years. The traditional view of the Government's role in
the business cycle was that deficits would be recorded in periods of economic
slack, but that surpluses would occur in periods of high economiec activity.
As a result, savings would be available to the private sector for the capital
formation necessary to sustain the economic advance in real terms. This has
not occurred in recent years. We not only have had deficits in periods of
economic boom but even larger deficits in periods when there is less than full
utilization of our resources.

These deficits, of course, need to be financed and such financing in periods
of prosperity harm the economy in a number of ways. Over the past ten
vears, the Federal Government will have borrowed in the capital markets a
total of nearly one-third of a trillion dollars on a net basis. The national
debt now is climbing at a rate of more than $1 billion a week. During the
last ten years, the interest on the debt has more than tripled to almost $38
billion in the current fiscal year and will go to $45 billion in F'Y 1977, (Interest
is now the third largest Federal budget item, after income maintenance and
defense.) As annual interest payments grow, fiscal flexibility is constrained.
This ‘“uncontrollable’” outlay puts pressure on the total budget, which in turn
means that programs must be displaced or tax reductions foregone.

Moreover, the deficits place the U.S. Treasury in a position of competing
with private investors. The recent avalanche of Treasury securities has created
distortions in the traditional patterns of funds being raised by various seetors
in the eapital markets as well as in the sheer magnitude of total funds raised
(see Table 2). In my judgment, this has contributed to making our financial
markets less efficient in recent years in channeling the savings of society to
investment opportunities. As a result, capital formation is impeded.

Furthermore, deficits cumulate over time. Total Federal debt has increased
from $329.5 billion at the end of Fiscal Year 1966, to an estimated $633.9
billion at the end of FY 1976—a rise of 92 percent in only 10 years time. Over
the last ten years the average maturity of the debt has declined from 5 years,
3 months to 2 years, 5 months. What this means is that the U.S. Treasury
must be a more frequent visitor in financial markets simply to roll over out-
standing securities let alone raising funds for current deficits. In this fiscal
vear, 1976 the U.S. Treasury will absorb over 709 of all moneys in the
securities markets; government at all levels will absorb over 80%. This percent
must be sharply reduced as the economic advance continues or else some
private areas will have to go without.

The problem becomes far more critical as the recovery progresses and the
financing needs of the private sector intensify. If deficits remain large, the
Treasury, by being first in the credit line. will always get its needs financed
but in so doing will make it difficult for companies with less than prime
financial ratings to obtain the financial resources they need at acceptable
interest rates.

This problem of “crowding out” does not imply a dollar-for-dollar displace-
ment of Treasury for private borrowing, but rather describes strains in the
financial markets. These strains result in certain private borrowers not being
antisfied and in the financial markets as a whole being less efficient in their
function of channeling savings in our society to investment opportunities.

74-582—76-——pt. 1——11
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Ano‘ther aspect of the crowding out problem is the secular deterioration
I see in the financial structure of U.S. businesses. Over the past decade there
has been a strong trend towards a much more leveraged corporate balance
sheet. Debt has roughly tripled; liquid assets have declined relative to lia-
bilities; the debt-equity ratio has about doubled; and the average maturity
of debt has shrunk. Just as the Treasury is a more frequent visitor to credit
{naykets, 580 too will many companies, and if there is a competition for funds,
it 1s.quite clear that the less than prime rated company will be the loser.
Continuing heavy Treasury borrowings will eventually cause difficulties for
thesg companies, small businesses and potential home owenrs. (In the Ap-
pendix, crowding out is discussed in greater detail.)

The size of the deficit also affects the rate of capital formation in the
private sector, and this is a matter of great concern. As the recovery pro-
gresses, private capital investment must rise to sustain the recovery. In the
longer run, the need for increased capital formation has been carefully docu-
mented by the Treasury, by numerous outside studise, and most recently, in
Chapter 1 of the Economic Report of the President. If we are fo meet our
goals for increased employment and productivity in a noninflationary environ-
ment as well as our environmental, safety and energy goals, we must have
an increase in the rate of national savings and private direct investment
relative to the total GNP. More specifically, we must increase the percentage
of business fixed investment from the average figures of 10.3 percent of our
gross national product the last decade to approximately 11% percent over
the next decade. In another sense, total investment, including residential con-
struction, must increase from approximately 14% percent to 16 percent.

The achievement of our capital formation goals depends on the necessary
expenditures being financed in the private sector. In turn, the adequacy of
capital flows depends on the savings of society being less and less used to
finance Federal expenditures and more and more focused on capital formation.
This is the only way we can sustain a durable recovery over the long run and
bring down the level of inflation. If the private sector is unable to finance
capital formation because of the huge demands on savings by the Federal
Government and because of the resulting inefficiencies introduced in financial
markets, the boom-and recession sequence of the last decade will be repeated.
Therefore, it is imperative that we reduce the Federal deficit and work toward
a budget surplus as the recovery progresses.

Excessive monetary stimulus must also be avoided to prevent renewed in-
flationary pressures and uncertainty. No one wants to see an explosion of
the money supply. On the other hand, it is important that the monetary
growth be adequate to support the increase in nominal GNP necessary to
sustain the recovery. With the surge in the economy in the last half of
1975, velocity increased dramatically; that is, the turnover of the money
stock rose indicating people and business used money more efficiently, This
growth rate in velocity is not sustainable over the longer runm, but still the
average rate of growth of velocity may well be higher than in years gone by.
If this occurs, the money supply need not grow at as fast a rate to sustain
a given level of nominal GNP as it would need to do if there were only a
modest growth in velocity. Given the fact that monetary growth in 1975 was
moderate, the Federal Reserve has censiderable flexibility in managing mon-
etary growth in the months ahead and still be within its target range on a
cumulative basis. Given the anticipated velocity increase and this flexibility
in near-term policies, the Federal Reserve’s target range of 5 to 7% percent
for growth in the money supply is consistent with the sustained recovery we
anticipate for 1976. However, over the longer runm, this range is not com-
patible with bringing down the level of inflation. Therefore, the monetary
targets will need to be reduced in the future as the recovery proceeds.

For both fisecal and monetary policies, the problem of instability is com-
pounded by the present inflation psychology that permeates our society. All too
readily the economy will move to a higher level of prices, but only grudgingly
will it move to lower prices despite slack demand. This inflation psychology
has been building for a decade and its unwinding will not be easy. The
achievement of economic growth without accelerating inflation could be upset
by fiscal and monetary policies that are, or even appear to be, overly stimulative.

In addition, such excesses will lead to bottlenecks developing in certain key
industries well before the economy as a whole reaches full employment. This
occurred in 1973 in such industries as chemicals, steel, paper and fertilizers.
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The dislocations caused by bottlenecks send inflationary tremors throughout
the economy and lead to inefficiencies which ultimately can curtaxl a recovery
in real terms.

I believe that by excessively concentrating on short-term economic stabilizd~
tion goals rather than on the long-term allocation of resources, stop-go fiscal
and monetary policies in the past have been a disruptive influence which has
accentuated the business cycle. Too often fiscal policies and, to a lesser extent,
monetary policies have lagged economic developments so that when the stimulus
or restraint arrives the business cycle has changed. As a result, these policies
accentuate rather than dampen the ups and downs in the economy—just the
opposite of the intended purposes of these changes.

‘We must act wisely and responsibly in bringing stability to our economy. The
excesses of the past are not easily undone., Excessive spending, excessive credit
creation, excessive stimulation all may provide a short-term palliative, but
before long additional inflation and production bottlenecks set in and economic
declines, The stop-and-go policies of the past fifteen years have led to an in-
stability which now is deeply rooted in our society. We can undo this problem:
only through a moderate and steady economic recovery which restores confi-
dence in the prospect for longer run prosperity in a nonintlationary environ-
ment,

There can be confusion about what is necessary to deal with a current prob-
lem and the effect of that action on future fiscal flexibility. Too often we in
government are prone to make decisions without proper consideration of the
cumulative impact of those decisions on the future. To deal with this problem,
I am proposing that government accounting be placed on an accrual basis
where unfunded liabilities are fully recognized. This would thwart the natural
tendency for those at all levels of government to want to claim revenues too
early and expenditures too late, thereby postponing the day of reckoning. We
have had recent examples of the sharp and painful adjustments that must occur
to a local government when things are continually swept under the rug until
eventually the rug will cover no more. With each sweeping, future fiscal flexi-
bility is curtailed one more notch. Eventually a government has no flexibility
to deal with current problems. The same thing occurs for the Federal govern-
ment, except the rug can be stretched for a while because, after all, the Federal
government prints money.

The Treasury has been publishing accrual statements for certain individual
agencies since 1956 and we now plan to do this on a consolidated basis for
the Federal government as a whole. Our target date for the first of these pub-
lications—for the Fiscal Year ending September 30, 1977—is early in 1978, I
would emphasize that the initial publication will focus on significant accruals
that have a major impact on the overall financial condition and operating
results of the Federal government. The first set of statements are likely to be
accompanied by extensive qualifications. As the reporting process and state-
ment preparation procedures are 1mproved however, these qualifications will
diminish,

Not only will the reader obtain a consolidated financial view of the Federal
government but an idea of the magnitude of all liabilities, whether they be
funded or unfunded and whether they be due for payment in the near future
or the distant future. In these consolidated statements, revenues will be recog-
nized only when they are earned and sure to be collected and expenditures
will be recognized no later than the time the liability to pay them is firmly
established. We believe that this will bring more responsible accounting to
government. Fnancial problems will surface long. before a crisis is imminent,
thereby reducing unpleasant surprises. I believe this will permit more reasoned
judgments on decisions which impact the future fiscal flexibility of our nation.
Our children should not bear the albatross of paying for the excesses of this
generation, while their government is unable to cope with problems because it
lacks fiscal flexibility.

I realize that .there has been concern with the cost of installing elaborate
accrual accounting. systems in agencies where the need is not clearly estab-
lished. I want to assure you that I am not advocating a slavish application of
textbook accounting to every agency and appropriation without regard to bene-
fits. A1l Federal agencies have accrual accounting of some sort. What we intend
to do is supplement the data we already have with some missing pieces of major
proportions, and by major I mean in terms of governmentwide magnitudes, not
individual appropriations.
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I. also want to say that I am not proposing a change in the basis for caleu-
lating the official budget surplus or deficit, or in the manner of justifying
appropriations. There are some who advocate accrual accounting for both of
those purposes, but I do not want to let the controversy over those applications
interfere with my objective of giving the American people a clear business-like
disclosure of the overall financial condition of their Government.

IOI. SUMMARY

This country has developed the most efficient and prosperous economic sys-
tem the world has ever known. Over the past fifteen years the U.S. economy
has increased the real output of goods and services by 60 percent; the real
income of the average American has increased by over 50 percent; the number
of Americans living in families with incomes below the poverty level has de-
clined from 20.7 to 10.2 percent (1974) of the population; and 20 million new
jobs have been created. Unfortunately, that impressive performance was marred
by: (1) a sharp increase in inflation beginning in the mid-1960’s; (2) continued
unemployment in excess of 5 percent throughout the first half of the 1960’s and
again in the 1970’s, and a sizable GNP “gap” between actual and potential out-
put during those same time frames; and (3) occasional disruption of inter-
national trade and investment. While we clearly are justified in having a great
deal of pride in our economic system, there also are sufficient reasons to have
concern about the future pattern of economic progress.

Throughout much of this period the concept that the government must con-
tinuously intervene to stabilize the U.S. economy has dominated policy deci-
sions. The repeated use of fiseal and monetary stimulus too often has turned
out to be counter-productive because of the lagged impact of such actions. The
“temporary” programs created to respond to current problems have frequently
become a permanent government activity with the result that fiscal flexibility
and control have been continuously eroded.

This is not to say that governments do not have an important role in pro-
moting economic development. The Federal budget has become a major factor
in determining the allocation of national resources. In addition, the Federal
Government has an important role in providing temporary assistance to moder-
ate the negative impact of economic recessions. During the 1974-75 recession
publiec employment programs were expanded, unemployment insurance cover-
age was liberalized, various transfer payments were increased and consider-
able personal and corporate income tax relief was provided. Federal spending
increased dramatically—up approximately 40 percent from FY 1974 to FY
1976—and part of this increase was the responsiveness of existing programs
to economic slack. Government policies clearly have a major impaet on the
fotal economy, particularly during periods of recession.

The debate over the proper role of the government in the total economy will
<continue. But there is an even more fundamental issue involving the total size
and growth of government spending which has led to chronie deficits and peri-
odic disruption of the entire economy. Merely ranking priorities within the
Federal budget is not enough. We must expand the analysis to evaluate total
government outlays as they relate to the priorities of the entire economy. I
emphasized the need for considering the combined private and public demand
for goods and services in my testimony before the Subcommittee on Priorities
and Economy in Government of the Joint Economic Committee on April 3,
1975.

' The second basic requirement is to lengthen the time horizon of policy plan-
ning. There is a natural tendency to concentrate too much on short-run needs
without adequate consideration for the cumulative impact of decisions into the
future. This joint is particularly important at this time because of the short-
term benefits claimed for rapidly stimulating the economy with the slack that
still remains at this stage of the recovery. However, because of the painful in-
flation recently experienced there must be greater concern about the reactions
in the private sector to actual and potential government policies, Employees
are anxious to restore their real wage gains and business wants to restore profit
margins which have been eroded by inflation. If the real growth in the economy
is accelerated too rapidly, both real and perceived inflation pressures could
quickly escalate because of concerns about the future. Another repetition of
inflation and recession would result in even more unemployment and lost out-

B

put. Lower rates of unemployment and inflation are obviously the desired goal,
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but we must consider the prospects over the next few years not the next few
months. A mix of policies designed to provide temporary relief at the expense
of higher rates of inflation and unemployment in future years is inappropriate.

It is particularly important to consider the longer-run government spending
trends. The amount of adjustment in any specific Federal budget may appear
to be relatively limited because of the legislative decisions of the past. How-
ever, decisions to better control Federal spending today will have major signif-
icance on the levels of outlays in 1978, 1979 and beyond as existing programs
continue to expand. It will never be easy to make these fundamental shifts
and there is a tendency to wait for a more “convenient” time to begin the
painful process of regaining fiseal control, but I am convinced that the longer
we permit the existing trends to continue the more difficult the ultimate cor-
rection process will be. To come to grips with this issue we have designed a
responsible mix of economic policies that will bring about durable, lasting eco-
nomic prosperity which will benefit our nation with sustainable and increasing
employment.

Thank you.
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TABLE 1.—TOTAL GOVERNMENT EXPENDITURES
[Dotlars in billions]

Percent of Gross National product

Gross
Calendar State and Grants national State and

year Federat local in aid Total product Federal local Total
$34.9 $17.6 $2.0 $50.5 $259.1 12.7 6.8 19.5
41,3 20.2 2.2 59,3 258.0 15.2 7.8 23.0
40.8 22.5 2.3 61.0 286.2 13.4 7.9 21.3
57.8 23.9 2.5 79.2 330.2 16.7 7.2 24.0
n1 25.5 2.6 93.9 347.2 19.7 7.3 21.0
7.1 21.3 2.8 101.6 366.1 20.3 1.5 21.7
69.8 30.2 2.9 7.0 366.3 18.2 8.2 26.5
68.1 32.9 31 98.0 399.3 16.3 8.2 24.5
71.9 35.9 3.3 104.5 420.7 16.3 8.5 24.8
79.6 39.8 4.2 115.3 442, 17.0 9.0 26.0
88.9 44,3 5.6 127.6 448.9 18.6 9.9 28.4
91.0 46.9 6.8 131.0 486. 17.3 9.6 26.9
93.1 49.8 6.5 136.4 506. 0 17.1 9.8 21.0
101.9 54.4 7.2 149.1 523.3 18.1 10.4 28.5
110.4 58.0 8.0 160.5 563.8 18.2 10.3 28.5
114.2 62.8 9.1 167.8 594.7 17.7 10.6 28.2
118.2 68.5 10.4 176.3 635.7 16.9 10.8 21.7
123.8 75.1 1.1 688, 16.4 10.9 21.3
143.6 84.3 14.4 213.6 753.0 17.2 11.2 28.4
163.7 94.7 15.9 242.4 796.3 18.6 11.9 30.4
180.6 106.9 18.6 268.9 868, 18.7 12.3 3.0
188.4 117.6 20.3 285.6 935.5 0 12.6 30.5
204.2 132.2 24.4 311.9 982.4 18.3 13.5 31.8
220.6 148 29.0 340.5 1,063.4 18.0 14.0 32.0
2447 163.7 37.5 370.9 1, 1711 7 14.0 3.7
264.8 180.9 40.6 405.1 1,306.3 17.2 13.8 3.0
300.1 2013 43.9 457.5 1, 406.9 18.2 14.3 32.5
356.9 222.4 64.2 525.1 1,499.0 20.2 14.8 35.0

_ Note: Federal grants-in-aid to State and local governments are reflecfed in Federal and State and local expenditures.
Total Government expenditures have been adjusted to eliminate this duplication, The ratio of Federal expenditures to
gross national 6pn)dm:t excludes grants-in-aid,

-Jan, 28,1976,

TABLE 2,—NET FUNDS RAISED IN THE SECURITIES MARKETS BY MAJOR SECTOR
[Dollars in billions)

Federal Corporate Federal Government

. and Total State and sector as sector as
"Fiscal U.S. sponsored Federal and foreign Total apercent  percent of
year Treasuryt  agencies 2 sector local 3 bonds¢  securities of total of total $
$0.8 $1.6 $2.4 $5.7 $4.9 $13.0 18.6 62.4

2.0 -2 1.8 4.9 6.3 13.0 14.0 51.8

8.8 2.2 10.9 6.0 5.1 22.6 48.4 74.7

6.4 1.0 7.4 5.5 6.2 19.2 38.7 67.5

2.7 1.5 4,2 5.2 6.4 15.8 26.5 59.6

3.1 2.2 5.3 6.9 7.9 20.1 26.3 60,6

-1.0 6.8 5.8 7.3 10.9 24.0 241 54.5

—.6 2.7 2.1 6.0 13.0 21.1 9.8 38.5

18.2 5.6 23.8 1.2 16.4 47.4 50.3 65.5

-1.9 5.8 3.9 12.0 15,9 31.8 12.2 50.0

6.8 8.2 15.0 9.7 16.8 41.5 36.2 59,4

20.5 2.8 23.3 15.0 27.5 65.8 35.3 58,2

19.6 8.7 28.3 15.6 217 65.6 43,1 66.9

18,5 14,4 32.9 12.6 15.4 60.9 53.9 748.7

2.1 213 23.4 17.0 17.4 51.7 40.5 69.9

51.9 15.8 67.7 16.8 33.5 117.9 §7.4 1.6

187.5 14.3 101.8 14.0 25.1 140.9 72.2 82.2

! Netincrease in marketable and nonmarketable bills, notes and bonds. (Includes Federal financing bank.)
* Increase in bills, notes, and bonds of budget and sponsored agencies. Includes GNMA pass-throughs.
$ Increase in notes, bonds, and Government loans,
¢ Increase in bonds and notes with original maturities of more than 1 yr.,
: IEr;:.ludt:s State and local as part of Government sector.
imate.

Note.—Office of tha Secretary of the Treasury, Office of Debt Analysis, Jan. 8, 1976.

'Sogrce:) Fiscal years 1960-75 data based on Federal Reserve flow-of funds accounts (which show net changes in oute
standings).
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TABLE3.—UNIFIED FEDERAL BUDGET SURPLUS OR DEFICIT IN RELATION TO GROSS NATIONAL PRODUCT 1954-1877

Budget surplus (+) or deficit (—) as
Budget surplus percent of gross national product
() or deficit (—)

) (in billions of 3-yr moving
Fiscal year dotlars) Annual average (centered)
-1.2 =0.3 e
—-3.0 -.8 —
44.1 1.0 0.3
+3.2 7 .3
-2.9 -7 -9
—12.9 -2.7 ~1.1
+.3 .1 -1.1
-~3.4 —.7 —-.6
~7.1 -1.3 -9
—4.8 -8 ~10
-5.9 -1.0 -7
—-1.6 -2 —.6
~3.8 —.5 —.6
-8.7 —1.1 -L5
~25.2 —-3.0 -1.2
+3.2 .4 -1.0
—2.8 -.3 -7
~23.0 -2.3 —1.6
-23.2 =2.1 -1.9
—14.3 -1.2 -1.2
-3.5 -.3 —-L5
—43.6 -3.0 -2.7
—~76.0 —4.8 -3.4
—43.0 23 -

APPENDIX A

CrOwWDING OUT—SETTING THE RECORD STRAIGHT

There clearly exists some misunderstanding about the meaning and signifi-
cance of the so-called phenomenon of “crowding out.” In essence, there is the
idea that since financial collapse has not yet occurred, then the whole issue is
misleading. This is wrong. What has occurred is a focussing of attention on
short-run improvements in financial markets (associated primarily with the
worst recession since the 1930’s) and an ignoring of what happens longer-term
as the economy moves back toward fuller capacity under conditions of re-
peated huge sized government budget deficits.

No matter how viewed, the inescapable fact is that with reasonably full
use of capacity, more resources claimed by the government must mean less for
the private sector. Huge deficits which take the lion share of credit flows will
eventually push out the weaker private areas—specifically potential home own-
ers, small businesses and even larger companies who do not have a superior
credit rating. This is turn will hurt real growth, deprive our workers of ade-
quate productive tools, frustrate the achievement of our longer-term economic
needs, and further misallocate our scarce resources. (This was pointed out
repeatedly in prior testimony, e.g., January 25, 1975, before the House Ways
and Means Committee.)

1. INTEREST RATES

Interest rates have declined over the past year or so as would be expected
during a recession. High-grade bond rates have fallen from a peak of about
10.5% in mid-1974 to around 8.59% today. Yet this drop cannot be taken as suffi-
cient evidence that credit is ample and more importantly that credit will re-
main ample to support a lasting business recovery. This loss of long-term funds
is still very high historically. (Such interest rates ranged between 29%-6%
from 1865-1965—a period containing serious wars, depressions, financial panies,
business booms and other assorted economic extremes.) The combination of
sustained high Federal government financing, of a growing demand for private
financing as the expansion proceeds and of a Federal Reserve policy which
must eventually moderate in generosity (to avoid rekindling inflation) points
to a level of interest rates and availability of funds for private areas which
are not consistent with our long-run needs. Total government borrowings this
fiscal year will absorb a record 829, of funds available in the securities mar-
ket; this percent eventually must be sharply reduced or else some private
areas will have to go without.
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2. AVAILABILITY OF CREDIT

Funds are more readily available to more sectors of the economy today, but
again this too reflects the cyclical slack in the economy and not the longer-run
secular forces at work here. In the first quarter of 1975 about 59 of all new
bond issues were Baa-rated or less. By the fourth quarter, it was almost 10%.
(This is still below rates close to 209 at times in 1971 and 1972 however.)
More lesser-rated companies are able to finance today. Unfortunately, a lot
of these bonds are for shorter duration—>5-7 year maturity as opposed to 20-30
year maturity which was the norm not too long ago. This will raise problems
in the future sinee the companies will have to refinance more frequently (re-
ferred to as the “rollover” problem in point 4 below). The most important issue
immediately ahead is whether such lesser rated companies, will continue to
find the necessary funds to sustain the economic advance. When credit mar-
kets eventually tighten (as is inevitable), problems of credit availability will
occur and their severity will be directly proportional to the relative borrow-
ings of the government.

3. FINANCING OF DEFICIT

The relative “ease” with which the Federal government financed the deficit
in 1975 should not be viewed as a normal state of affairs. The fact is that pri-
vate needs for credit were low because of the recession but as the recovery
gains momentum this year, private credit needs will rise. For example, total
short-run business borrowing declined in 1975 by about $14 billion; this year
it is expected to rise by about $20 billion which is a swing of almost $35 bil-
lion. What this means is that there will be a much higher need for total credit
in 1976 than in 1975 and eventually some private areas will be squeezed. This
is why it is imperative to take steps now to limit the rise in Federal govern-
ment spending (up almost 409 in just two years time). Not only is future
flexibility lost if this cannot be accomplished but the deficit will remain huge
and some private areas will not be financed. '

4, FINANCIAL STRUCTURE

Over the past decade there has been a strong trend towards a much more
leveraged and brittle structure of corporate balance sheets. Debt has roughly
tripled, liquid assets have declined relative to liabilities, and the debt-equity
ratio has about doubled. Sustained high Federal budget deficits will eventually
create pressures in financial markets that will cause difficulties for lesser-rated
companines (in terms of debt rollover) let alone leave sufficient credit for ex-
pansion needs.

5. CAPITAL FORMATION

Several studies clearly point to a much heavier need for investment over the
next several years if there are to be enough jobs for a growing labor force, a .
healthier environment for our people and a higher degree of energy self suffi-
ciency in the United States. (The share of business investment in GNP must
increase from an average of 10.49 over the past 10 years to 12.09 for the rest
of this decade—an historically unprecedented change.) Sustained high Federal
budget deficits will automatically frustrate the fulfillment of those capital
needs by depriving many, many private areas of needed financing to build the
new factories and buy the advanced machinery. The real dimension of crowd-
ing out becomes much more persuasive and severe the further ahead we look.

CONCLUSION

Crowding out is a genuine problem whose major economic impacts will occur
ahead if something is not done about excessive Federal budget deficits caused
by too rapid a rise in government spending. The serious nature of this issue
should not be masked because of the impacts of a recession. If steps are not
taken to exercise better fiscal control, some areas in the private sector will go
without needed finaneing; capital formation will be less than desired; and our
serious unemployment and inflation problems will be that much further from
a satisfactory resolution. The following excerpts from Professor Paul Mec-
Cracken’s article on the January 8 editorial page of the Wall Street Journal is
a well articulated discussion of budget deficits and the phenomenon of “crowd-
ing out’:
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“There is here, however, a more substantive problem. It is the failure of con-
ventional fiscal policy wisdom to face the full implications of the fact that an
increase in the federal deficit, from accelerated spending or more tax reduction,
must be financed. And the added funds that the Treasury must then borrow
are funds not then available to others in the market for financing. . . .

“Markets have, of course, substantial capacity for accommodating to changes
in demands, and effects on other borrowers of swings in budget deficits of
modest proportions will not be large. When, however, the U.S. government had
to raise funds at the rate of $81 billion per year in the first half of 1975, after
a $5 billion pace a year earlier, the 229, decline in money for home and com-
mercial mortgages during that period can hardly be assumed to have been an
entirely unrelated development.

“The question was never whether a large deficit would cause a disintegration
of financial markets, or a collapse of capitalism, or some other catastrophe of
draconian proportions, though some have pointed to the absence of such cosmic
disaster as evidence that the “crowding out” theory was wrong. The point is the
quite common sense one that in financial markets where demands for funds are
active, and this is apt to characterize 1976, other claimants for funds will get
less than if the large Treasury requirements were not present in the market.
The financing “oop” of fiscal policy must be closed.

“This all earriers with it some implication for budget strategy in 1976. With-
in the limits of fiscal discipline that the political process can muster in a quad-
rennial year, the Congress and the President can continue efforts toward re-
gaining better control of spending without having to worry about the net ad-
verse effect of this fiseal restraint on the economy. Dollars not borrowed by
the Treasury will be put to work by other claimants in the money and capital
markets. And housing would be a major beneficiary of the easier financial mar-
kets that would result. The basic 1976 trend for interest rates, in fact, is more
in the hands of those who manage the budget than of the Federal Reserve.”

Representative Long. I am sure a few of the members of the com-
mittee have some questions they would like to ask you.

Congresswoman Heckler.

Representative Heckrer. Thank you, Congressman Long.

Well, Mr. Secretary, as always I enjoyed your testimony. You are
one of my favorite members of the Cabinet. However, I have to say
that in view of the fact that we have two committee meetings this
morning, I am beginning to feel inundated in a sea of words. I would
not want you to have to report to the Commission on Paperwork.
With a 21-°page prepared statement, sir, isn’t it possible to make your
points@ and then reserve the rhetoric for your responses to the an-
swers?

Secretary Smmon. Let me explain. Quite often I deliberately do
that, Congresswoman Heckler, I have had seven testimonies or will
have by tomorrow, during the last 5 business days. We have drafted
this document. My staff does all the basic work and I do all the re-
write work. We work together. T would hate to tell you how many
hours we spent on this. I have a basic pessimism, knowing the amount
of time you have to spend on so many general matters as it relates
to all the various areas you are trying to cover, that if T didn’t make
some of the very strong points I make here and make them verbally,
after all this work, that you would not have the time and many would
not have the inclination to pore through something that one could
honestly say is pretty boring stuff, because economics is a dismal
science. I do have very strong feelings about how we got here and
how we are going to get out. I have spent a great deal of time at-
tempting to make important points about why our policies are what
they are and what they are designed to do. That is why I read it. I
know it is tough. I tried to summarize and most of the time I do.

4
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As T said, this big document has been the mother document, if you
will, for all my other testimonies on the economy and our economic
policy. I felt that if I could get the majority of the people on thig
important committee just to catch a few of the points I was trying
to make—and you might not agree with me—but I thought at least
you would have an idea generally of what we are doing.

Representative HeckrLer. I think many of the points are well taken,
but noting your ability to handle questions, I think the rhetoric
could also have been fully covered in your responses. Nonetheless,
since I hope to get to another committee this morning as well, I feel
perhaps somewhat pressed for time today. Well, that point has been
made.

One of my great concerns here is this question of the social secu-
rity tax. Having many senior citizens in my district, I wondered
whether or not you or any of your staff members have made compari-
sons or studies showing the net effects of your proposed social secu-
rity rate combined with the proposed tax cut for lower- and middle-
income-level families?

In other words, is there going to be a net increase, a net benefit, to
the lower income level family with the social security changes pro-
posed by the President ?

Secretary Smon. We are in the process of doing an economic anal-
ysis by income group, which we will supply for the record when it is
completed.

[The following tables were subsequently supplied for the record:]

PROPOSED TAX CHANGES—SINGLE PERSON WITH ITEMIZED DEDUCTIONS OF 16 PCT OF ADJUSTED
GROSS INCOME!

Tax liabitities Tax changes 1975-77
. Proposed . Income tax
Adjusted gross 1974 1976 ———— o Income Social and social
income law law 1976 1977 taxonly  security$ security
0 0 0 0 0 +$6 +$6
$138 $62 $31 $24 —3$38 +9 -29
302 221 176 155 —66 +12 -54
490 404 334 307 ~97 +15 —82
681 594 501 469 —125 +18 —107
889 796 677 641 —155 +21 —134
1,100 1,007 864 823 —Lg:: +24 —169
1,506 1,476 1,278 1,227 —249 430 —219
2,589 2,599 2,358 2,307 —252 +-98 -154
3,847 3,817 3,609 3,553 —264 34190 —74
6,970 6, 940 6,722 6, 655 —~285 34190 —95
15,078 15, 048 14,811 14,725 -323 3-+190 —-133

3 ga(sjed on a single person without dependents, under 65, If standard deduction exceeds itemized deduction, uses stand-
ard deduction.

3 Employee’s share of FICA contributions only. Includes effects of proposed increase of rate from 5.85 pct to 6.15 pet
effec;ilvde1 g.on. 1, 1977. Also, it is projected that the ceiling on taxable wages will rise to $16,500 in 1977, The 1975 leve
was. 4 - . . N .

¥ Increases for h at these | levels are at a maximum because, aside from the general rate increase
they are affected by the fact that additional wages will be subject to tax.

Note.—Office of the Secretary of the Treasury, Office of Tax Analysis, Feb, 9, 1976,

hald
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PROPOSED TAX CHANGES—MARRIED COUPLE—1 EARNER WITH ITEMIZED DEDUCTIONS OF 16 PCT OF ADJUSTED
GROSS INCOME?

Tax liabilities Tax changes 1975-77
. Proposed

Adjusted gross _—_— Income Social  Income tax and
income 1974 law 1975 law 1976 1977 taxonly  security 2 social security
2,000 oo 0 0 0 1] 0 +$6 +36
- $28 0 0 0 0 +-9 +9
170 $24 0 0 —$24 +12 —-12
322 170 $88 $60 —1i0 +15 —95
484 32 23 190 -136 +18 -118
658 492 387 335 —157 +21 ~136
848 674 542 485 —189 +24 -165
______ 1,171 1,05 872 800 —254 -+30 —224
R 2,062 2,002 1,827 1,750 —252 -+98 —154
0. 3,085 3,025 2,842 2,780 —245 34190 -55
............ 5, 564 5, 504 5,358 5,328 —176 3 4190 +14
____________ 12,380 12,320 12,140 12,080 —240 3 +190 —50

1 Based on a married couple with no dependents, both under 65, whose income consists entirely of the salary of 1 spouse:
If standard deduction exceeds itemized deduction, family uses standard deduction.

3 Employee’s share of FICA contributions only. Inciudes effects of proposed increase of rate from 5.85 pct to 6.15 pet,
;{f:ctive Jan. 1, 1977. Also, it is projected that the ceiling on taxable wages will rise to $16,500 in 1977, The 1975 level was

a'increases for households at these income levels are at a maximum because, aside from the general rate increase,
they are affected by the fact that additional wages will be subject to tax.

Note.—Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 9, 1976,

PROPOSED TAX CHANGES—MARRIED COUPLE—2 EARNERS WITH ITEMIZED DEDUCTIONS OF 16 PCT OF ADJUSTED
GROSS INCOME!

Tax liabilities Tax changes 1975-77
Proposed .

Adjusted gross ——————— - Income Social  Income tax and
income 1974 law 1975 law 1976 1977 taxonly  security 2 social security
0 0 0 0 0 +3$6 -+$6
$28 0 0 0 0 +9 -+9
170 $24 0 0 —24 +12 -12
322 170 $88 $60 —110 +15 ~95
484 326 233 190 —136 +18 —118
658 492 387 335 —157 421 —136
848 674 542 485 —189 +24 -165
1,171 1,054 812 800 —254 +30 —224
2,062 2,002 1,827 1,750 —252 445 —207
3,085 3,025 2,842 2,780 —245 +60 —185
5, 564 5, 504 5,358 5,328 —~176 +195 419
12, 380 12, 320 12,140 12,080 240 -+380* +140

1 Based on a married couple wigh no dependents, both under 65, whose income consists of the salaries of both spouses.
evenly divided. If standard deducti ds itemized deduction, family uses standard deduction.

2 Employee's share of FICA contributions only. Includes effects of proposed increase of rate from 5.85 pct to 6.15 pet,
effective Jan. 1, 1977. Also, it is projected that the ceiling on taxable wages will rise to $16,500 in 1977. The 1975 level was

14,100, i . .
$ s'increases for households at these income levels are at a maximum because, aside from the general rate increase,
they are affected by the fact that additional wages will be subject to tax.

Note.—~Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 9, 1976,
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PROPOSED TAX CHANGES—FAMILY OF 4—1 EARNER WITH ITEMIZED DEDUCTIONS OF 16 PCT OF ADJUSTED GROSS

INCOME1
Tax liabilities Tax changes 1975-77
Proposed
Adjusted gross —_— Income Social Income tax and
income 1974 law 1975 law 1976 1977 tax only security?  social security
32,000 .________ 0 0 0 0 0 +36 436
$3,000. .. 0 0 0 0 0 +9 +9
0 0 0 0 0 +12 +12
$93 0 0 0 +15 +15
245 $35 (] 0 —$35 +18 =17
402 186 $89 $60 —126 +21 —105
563 347 236 190 —157 +24 —133
886 709 555 485 —224 +30 —194
1,732 1,612 1,446 1,325 —287 +98 —189
2,710 2,590 2,405 2,280 —310 44190 —120
5,084 4,964 4,781 4,648 —316 ¢ 4190 —126
$50,000_ . ... 11,690 11,570 11,345 11,180 —390 4 4190 —200

! Based on a married couple with 2 dependents, both under 65, whose income consists entirely of the salary of 1 spouse.
4f standard deduction exceeds itemized deduction, family uses standard deduction.
% Does not include earned income credit; with credit, figures would be as follows:

Tax liabilities Tax change 1975-77

Proposed . Income tax

Adjusted gross 1974 975 —— ————— Income tax Social and social
‘Income law law 1976 1977 change only security security
$2,000..._..._. 0 -—-$200 —$100 0 -+$200 +36 +$206
$3,000- 0 -300 ~150 0 + +9 +309
$4,000_ 0 —400 ~-200 0 -+400 +12 +312
$5,000. $98 —300 -150 0 -+-300 +15 4315
$6,000. 245 —165 —100 0 +-165 +18 +183
$7,000. ... 402 86 +39 $60 —26 +2 -5

8 Employee’s share of FICA contributions only. Includes effects of proposed rate increase from 5.85 pct to 6.15 pct
effec;il\TlJoaOn. 1, 1977. Also, it is projected that the ceiling on taxable wages will rise to $16,500 in 1977. The 1975 level
‘was $14,100. . . .

4 Increases for households at these income levels are at a maximum because, aside from the genera rate increase,
they are affected by the fact that additional wages will be subject to tax.

Note.—DOffice of the Secretary of the Treasury, Office of Tax Analysis, Feb. 9, 1976,
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PROPOSED TAX CHANGES—FAMILY OF 4—2 EARNERS WITH ITEMIZED DEDUCTIONS OF 16 PCT OF ADJUSTED GROSS:

INCOME?
Tax liabilities 2 Tax changes 1975-77
Proposed . Income tax
Adjusted gross 1974 1975 —_— Income Social and social
incame faw law 1976 1977 tax only security security
0 0 0 0 +36 +36
0 0 0 0 +9 +9
0 0 0 0 +12: +12
0 0 0 0 +15 +15
$35 0 0 —3$35 +18 -17+
186 $89 $60 —126 +21 —105.
347 236 190 —157 —+24 —133.
709 555 485 —224 +30 —194
1,612 1,446 1,325 —287 +45 —242 -
2,59 2,405 2,280 -310 +-60+ —280-
4,964 4,781 4,648 -316 +195 -121
11,570 11,345 11,180 -390 ¢ 4-380 =10

t Based on a married couple with 2 dependents, both under 65, whose income consists of the salaries of-both spouses,

evenly divided. If standard deduction exceeds itemized deduction, family uses standard deduction.
3 Does not include earned income credit; with credit, figures would be as follows:

Tax liabilities Tax change 1975-77
Proposed . Income tax -
Adjusted gross 1974 197 — M {ncome tax Social and social ,
Income law law 1976 1977 change only security security
0 —$200 —$100 0 -+$200 +§6 +5206
0 —300 —150 0 +300 +9 +309,
0 —400 —200 0 +400 +12: +412
$98 —300 ~150 0 4300 +15 +-315
245 —165 ~100 ] +165 +18 +183
402 +86 +33 60 —26 +21 -5

3 Employee’s share of FICA contributions only. Includes eflects of proposed rate nicrease from 5,85 pct to 6.15 pet;
eflective Jan. 1, 1977. Also, it is projected that the celling on taxable wages will rise to $16,500 in 1977, The 1975 level was .
14,100,

4 Increases for households at these income levels are at a maximum because, aside from the general rate increase, they.
are aflected by the fact that additional wages will be subject to tax.

Note.—Offize of the Secretary of the Treasury, Office of Tax Analysis, Feb. 9, 1976,

Secretary Stmon. You know people tend to link this arithmetically:
and it is the right thing to do. If I raise social security taxes and’
propose a cut in general taxes at the same time, the question is there-
an offset and what is the offset. There is a slight net plus: obviously..

But, really it is two separate points. We have economic: policy.
Part of our economic policy relates to a cut in Government spending -
and a reduction in taxes simultaneously. That is going to be stimula-
tive because the budget is still stimulative; and, of course, a tax re--
duction does add stimulus to the economy.

But No. 2, and importantly as it relates to social security, this is:
not fiscal or economic policy. The President has proposed an increase-
in social security taxes on the employer and employee to- attempt to-
take care of the fiscal integrity of the social security trust fund of the-
social security system. This isn’t the final answer let me assure you
of this. All we have done with this is subtract A from B. In other-
words, we have bought some time in raising these taxes. It is just
going to postpone the day when the social security trust fund is going -
to run out but we have to design a permanent solution to this.

Hearings have started this week on how we should fund the social’
security system, and I hear the familiar cry for general revenues. I°
frankly am absolutely appalled by this because in mry judgment gen-.
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eral revenues should never—and never is a long time—in any circum-
stance be relied upon to finance the social security system. Social
security is a purchased insurance program and not a welfare pro-
gram. The financing of it has to preserve this vital characteristic.

Where are these general revenues? This just guarantees massive
debts as far as the eye can see if we ever get pulled into that trap.
So let’s buy this time and then design the system that is permanently
going to be financed and not all of a sudden come to another crisis, as.
we so often do in government, and then make bad decisions under
pressure.

Representative HeckrLEr., As you probably know, Mr. Secretary,
there are over 100 cosponsors on the House side of the bill to reform
the funding of social security on a one-third employer, one-third em-
ployee, and one-third general revenue basis. Now have you done or
are you presently doing some studies as to what the impact on the
Treasury would be of that proposal because it is not an academic
idea. It is gathering momentum on the House side.

Secretary Simon. Well, is is always easy to go to the Treasury De-
partment and use their general revenues. The fact that we have no
general surplus revenues in the Treasury today doesn’t seem to bother
anybody in the Government. We are not talking about surplus reve-
nues; we are talking about deficits to finance the social security sys-
tem. The social security system was based on an earned right princi-
ple. Now, if you want to dismiss the earned right principle and turn
the system into a welfare program, that is up to Congress. I suggest
the terrible temptation of continually raising benefits, as has been
done in the past, will continue in the future and end up providing
misery to the very people we are trying to help; namely, the retirees
and all the rest on fixed incomes through the insidious and cruel tax
of inflation.

And that one-third share doesn’t fool me either. Maybe it will start
at one-third but it will not end up that way. It will grow.

Representative Heckrer. Nonetheless, I think it would be impor-
tant for the Congress to have some facts and analysis of what the im-
pact would be.

Secretary Sorow., Oh, I assure you when I'm called to testify,
which I assume will be right after David Matthews, I will have a
response to this that will be slightly negative.

Representative HeckLER. One of the problems that I see on the
question of social security is the fact that there seems to be some
controversy about the urgency of the crisis. The JEC staff estimated
that given the economic assumptions of the budget, the surplus and
the trust fund, although declining, is estimated to be $23 billion
in 1981 under current law.

Secretary Srmon. Well now, can I stop you there and ask——

Representative Heckrer. If I might just ask a question?

Secretary Simox. OIS,

Representative HecrkLEr. Why should the Congress thus embark
on changes which would increase the surplus to $68 billion in 1981%

Secretary SmaroN. Right now I think my numbers are accurate but
I don’t have the social security stuff with me—our trust fund is
about $44 billion. In 1981 it is projected at $23 billion, that is only
2 months—that 1s 2 months’ reserve.

74-582—T76—pt. 1 12
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Now, if we have another recession—and we are going to have
another recession someday—that 2 months will be depleted extremely
rapidly. And that is what I am talking about the crisis when it occurs.

I don’t think, Congresswoman Heckler, you would disagree with
me, or any other of the people that are making studies like this, that
the trust fund is going to run out. We may disagree on the day.
Whether it is 1985 or 1986 or 1981 in my mind 1sn’t terribly im-
portant. The actual date just lends to the urgency of doing some-
thing about it now.

But then we must also look at the longer run. We must look at a
time when we are going to have more people retired. We must also
consider the assumptions people are making on the fertility rate in
the future and its impact on the system. In other words, we must
look at how many people are going to be working in our economy
to support these retirees, to fulfill these promises that we continue
to make to the people. We must also look at what the real earnings
increase is going to be. And I would hope that all of these questions
are going to be asked very searchingly by the Members of this
Congress because I think we have real problems as we look ahead
25 and 50 years. I know what folly that is, Representative Heckler,
suggesting we look ahead like that into the long term because we
seldom do.

Representative Hrcxrer. I understand my time is up, Mr. Secre-
tary, but I will say that young people in my district are now question-
ing whether they should contribute to the social security fund,
because of the fear of having the fund absolutely bankrupt by the
time they would be able to draw benefits. That fear is growing in
acceptance to the point where there is almost an attitude of panic
about this question.

Secretary Srmox. Well, I have had young people ask me that
question, Congresswoman Heckler, and I tell them I believe that,
as far as social security and the future is concerned, that we will
act with uncharacteristic wisdom and put the system on a sound
financial basis in the future.

Representative Hecrrer. Thank you.

Representative Lonag. Thank you very much. Senator Proxmire.

Senator Proxmme. Mr. Secretary, we welcome your statement.
I am glad you got some strong documentation here—where you say
“total government spending averaged about 35 percent of our GNP
in 1975, compared with 27 percent in 1960 and 21 percent in 1950.”
And then you document that with charts and you point out the
enormous increase in personnel working for the Federal Government.

Secretary Simon. And State and local governments, too.

Senator Proxmire. Yes, the State and local increase has been the
most spectacular and one of the biggest reasons for this great increase
that you point to. It is good to have this brought up to date. The
figures I have seen go back to 1930 where, of course, the increase is
even more spectacular. I think at that time, 10 percent of our GNP
was Government and now it is 35. The difficulty is the momentum.

Now, I think this is very sound. I am glad you are hitting away
at it. The problem I have here, however, is that if the administration
is going to take the position that we have to hold down the increases
in Federal spending—and I think it is a sound position—then it
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seems to me they should come forward with a program to encourage
the private sector to expand and to expand vigorously. Just yester-
day, the Chairman of the Federal Reserve Board said he was going
to lower his monetary goals to 414 percent. And of course in the
last 6 months, the increase in the monetary supply has been low. It
is true that interest rates have gone down, but it seems to me that
if we are going to have the Federal Government follow a policy
of eliminating jobs, or of at least not providing jobs for people
who are out of work, then the only way you can make this work
realistically is to have a program that really enables the private
sector to take off in an effective way. We must have a housing pro-
gram, a monetary program, as well as tax incentives. I don’t see
that in the administration’s agenda, and I don’t see that in your
statement, although, as I say, it is a very good statement and a
very responsible statement. But, I think your statement indicates
we are going to idle along at an unacceptable pace. You know as
well as I do, if that happens, two things are likely to result: One
is that this Congress is going to increase spending sharply and
override the Presidential vetoes; and the second thing is we are
going to have a President in 1977 who is not going to fool around
and we are really going to have a Federal spending takeoff.

Secretary Sison. Let me comment on that. Of course, that is
where the debate is, namely, are we doing enough and what is
enough? And I really think that we have provided an extensive
stimulus already. Again, when we look back to where we were a
vear ago, we see that. We had Federal outlays, which have been
very stimulative. Federal outlays have grown 40 percent in the last
2 fiscal years.

Senator Proxmire. That is exactly the wrong course and you
should agree.

Secretary SimonN. Oh, I surely do.

Senator PrRoxMIRE. You are the main spokesman on that.

Secretary Simon. Yes.

Senator Proxmire. I am talking about the other side, though.
Where is that?

Secretary Stmon. All right, let’s talk for a moment about the tax
proposals as far as stimulating investment. We have $8 billion for
stimulating investment and $20 billion for individuals. That is $28
billion for capital formation and stimulating the economy. We have
proposed a permanent investment tax credit at 10 percent. Qur
utility proposals would assist building in this critical area, and
also put people in the construction industry back to work. But, as to
the foundation of the tax proposals that we made, in my opinion the
most dramatic was the integration of corporate and personal taxes.
Most other industrial countries in the world are already doing that
and 1t is time for us to catch up. If we could enact those programs,
Senator Proxmire, in my opinion, we would have a private sector
that indeed would be stimulated sufficiently to take care of our
goals in the future.

Senator Proxmire. Well, I appreciate the confidence—-

Secretary Simox. Also, I am a believer in markets. And I must
admit, and maybe you will take some exception to this, markets are
really not markets; they are not a Federal force; they are people.
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There are millions of individual people making decisions and decid-
ing that things are going to be better or things are going to be worse.
When you take a look at the recent performance, both in the interest
rate sector as well as the stock market and the ability of companies
to finance in the equity sector, which has been nonexistent for such
a long period of time, there is growing confidence—and I read an
article which I must admittedly agree with, and I read it yesterday
in one of the newspapers—that the investors now believe that we
are not going to, or beginning to believe, that we are not going
to overstimulate; that we are going to have a moderate recovery
that is going to be lasting; and that we are not going to make the
mistakes we made in the last 10 years twice. That gives me some
confidence in believing we have the right mix of economic policies,
but I can see where there is cause for disagreement. Because, boy,
I agree with you—you know, as Irving Kristol said, the beginning
of wisdom is to know that the future is unknowable.

Senator Proxmire. You see, the best tax incentive programs vou
can conceive are not going to get any really vigorous expansion in
plant and equipment unless the market is there, unless it is there.
You can eliminate the corporation income tax and you are still not
going to get an increase in business investment in plant and equip-
ment unless they are convinced that they are going to have an ex-
pansion in sales. I don’t see that in the administration’s program.

Secretary Srmon. Well, of course

Senator ProxMIrRe. You say you are going to get a reasonable
expansion in housing. We got that from Mr. Lynn, who estimated
1.75 million housing starts by the end of the year. That is very
optimistic. The experts that appeared before our committee don’t
go that high. And even if they got that high, it would be pitifully
nadequate. Our goal is for 2.6 million housing starts a year. So
that is far short of what we ought to have.

Housing is an area where we can have 2 man-years of work for
every housing start. We need 1 million additional housing starts
now. We need that in the private sector. A very, very modest in-
vestment on the part of the Federal Government can start this
moving in a big way, but there is no program to do it.

Secretary Stmon. You know, when you say there is no program-——

Senator Proxmire. There isn’t a program to do that.

Secretary Sivon. In fiscal year 1976, farm and residential credits
supplied by the Federal Government will be about $36 billion of
mortgage credit. That is a lot of——

Senator Proxmire. What do you mean supplied by the Federal
Government ?

Secretary Stmon. Well, farm credit and mortgage credit, FHA,
GNMA, FNMA, VA, Home Loan, and all of the other programs.

Senator Proxmire. Oh, sure, there is insurance, but these aren’t
programs to get over the tough stubborn fact that when the typical
family goes out to borrow money so they can buy a home, their
mortgage rate is 9 percent, plus.

Secretary Simon. I agree with you.

Senator Proxmire. And that is what stops them. If the mortgage
rate was 7 percent, they would buy that home and put two people
to work for a year. You multiply that by 1 million, and you’ve got
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a big part of the recession solved, and you have it in the private
sector.

Secretary Smrox. I would say there are other factors. I agree that
a mortgage today at 9 percent is a deterrent to housing. If it was
at 5 percent, it would be $100 a month less in payments. But also take
a look at what happens as a result of inflation for the past 10 years,
really, in the cost of an average house, which is over $40,000 in
the United States today. The cost of land has skyrocketed. That is
why in attacking inflation

Senator Proxmrre. Well, there are all kinds of things. What I
am saying is here is something we can do something about. We
passed legislation in the House and Senate—the President vetoed it.
That legislation would have brought the interest rates down.

Now, let me ask you about one other area. I am concerned about
your priorities, too. I don’t think the budget we are given by the
Ford administration is going to put people to work as effectively
as another budget might. In the military area, for instance, the
papers reported this morning, the New York Times reported there
was a memorandum from the Office of Management and Budget
that there is a $3 billion of “cut insurance” in the military budget.
In other words, $3 billion higher than they felt it really had to be.
In addition to that, the President overruled the Office of Budget and
Management to the tune of $2.7 billion in restoring funds that the
Office of Management and Budget cut. Add those together, and that
1s almost $6 billion here.

Secretary Simox. He is the boss.

Senator Proxmire. Well, he may be the boss, yes, that is right.
But, it suggests that the Office of Management and Budget, which was
looking for an efficient way to provide the defense we need, and the
“cut insurance” together adds up to a concentration in the military
area, which (1) is inflationary because you don’t produce the eco-
nomic goods this way; and (2) is a very expensive way to provide
jobs. The average job in the military 1s about $17,000 for a job,
compared to a little more than half that in other areas and far,
far less than that in housing.

Secretary Siamon. I don’t think there is the water this year——

Senator ProxMire. This is the first time we had “cut insurance”
in writing. In the past, we have speculated on this and it has been
denied they had “cut insurance.” This time, we have a memorandum
in the newspapers.

Secretary Simon. Tt is?

Senator Prox»ire. Sure, the New York Times disclosed it this
morning. They tell us there is $3 billion of water in there.

Secretary Sivon. I wasn’t aware of that. Of course, I must admit
I get a lot of information out of the New York Times and the Wall
Street Journal and things like that. As I always said, the ship of
state is the only ship that leaks from the top.

Senator Proxyire. Well, my time is up. Thank you.

Representative Loxc. Senator Taft.

Senator Tarr. Thank you very much, Mr. Chairman.

First, I have an opening statement, which I won’t go into, but
which I would like to put in the record at this point.

Representative Loxa. Without objection, so ordered.
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[The opening statement of Senator Taft follows:]

OPENING STATEMENT OF HoON, ROBERT TAFT, JR.

One of the major issues to emerge from our hearings on the Economic Re-
port of the President is the controversy over the proper short run economic
po}icy to be followed over the next few months. Do we increase the amount of
stimulation to try to drive unemployment down faster, or will this worsen in-
flation unacceptably and put us back in a boom-or-bust cycle? Can we lower un-
employment more swiftly and surely by means of government jobs or through
the private sector?

When the Council of Economic Advisors testified here last week, it was their
contention that it was at least twice as expensive in terms of tax expenditure
to put a person to work with a federal program rather than by lowering taxes
enough to stimulate private investment. Furthermore, the Council declared
that 80% of the public jobs created by such programs ended up merely replac-
ing one public employee with yet another, for a very small net gain in em-
ployment. .

This testimony is a serious indictment of the public sector programs we have
been funding with billions of dollars. I believe that the Council, or the Treas-
ury, or some other part of the executive branch, owes us a study of these
questions that can provide us with hard figures and explanations. Those who
favor public jobs are just not going to take the Council’'s word on the matter.
They must have evidence if they are to change their views.

Those of us who favor the private sector also need to see such a study. We
need it to prove our case, and I would urge the Secretary of the Treasury to
review the testimony of the Council, to discuss this matter with them, and to
get such a study under way as soon as possible.

I should like to say a few words about the contention that public jobs can
fight inflation by utilizing excess capacity and raising supply. This idea runs
counter to the established theory that there is a trade-off in the short run
between inflation and unemployment. Unfortunately, there is a grain of truth
here that has resulted in a good deal of confusion about this matter.

It is true that an increase in aggregate supply in the economy should tend
to lower prices, at least on a oneshot basis. However, we are faced with de-
ficient aggregate demand for the output. We could stimulate demand by cutting
taxes or by increasing government spending. The Council prefers the former.
The latter has pitfalls. .

If the government buys goods and services that the public values and would
have freely chosen, then the public experiences an increase in living standards.
If the public does not value the added output, then resources have been wasted.

What is worse, some people on the Hill are talking as if public jobs could
lower the general price level. This is impossible. If we want the price of auto-
mobiles to fall, we must do something to increase the efficiency of the industry,
so that costs will fall, output and hiring will expand, and the consumer will
buy the product at the lower price. This can only be done through investment
and the stimulation of production of automobiles. It makes a great deal of
difference, from the point of view of increased supply, whether or not it is an
increase in the supply of something useful, something the consumer wants, and
something the consumer has been reluctant to buy because of the price. It does
not fight inflation to hire someone to push paper, or to do something else that
does not produce the goods that the consumer wants to buy. The anti-inflation
theory only makes sense if people return to work in those private industries
which have economies of scale, or if the expansion of private industry occurs
because of investment and lower costs of production. These goals can be
achieved by tax cuts for business and individuals far faster than through
government hiring, which only takes people out of the productive sectors of
the economy, and gives us a supply problem for the future.

In short, we can stimulate real output by increasing the rewards for pro-
duction, encouraging efficiency tbrough investment. and raising consumer de-
mand for the products, all through tax cuts. Or we can put people into jobs
the consumer did not create, rather than trying to put them in the productive
sector. and, in this roundabout and inefficient way, try to force an increase in
demand at two to ten times the tax expenditure of the simple tax cut.

I think that, if we look at this problem from the consumer’s and taxpayer’s
viewpoint, our choice is clear.
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Senator Tarr. Mr. Secretary, under the financing plan for the
proposed plan for the IMF trust fund, less developed countries will
obtain a proportional share of the one-sixth of the IME gold, which
is to be sold to raise money for the trust fund. The developed nations
will be the only ones to turn over their gold to accomplish the sale
for the trust fund——

Secretary Stmon. The who, Senator? I didn’t hear that.

Senator Tarr. The developed countries. Are the OPEC countries
to be classified as developed or less developed for the purpose of this
transaction? The OPEC countries have recently reduced their prom-
ised amount of foreign aid to Third World countries. Has the pro-
posed trust fund caused them to shift this burden to the IMF?

Secretary Simon. I am going to have to check on that question on
the countries, and the distribution of gold. But, I would speculate,
but only speculate, that the OPEC nations will be treated in the
same way as the United States. It is under discussion, I am told.

[The following information was subsequently supplied for the
record:]

The matter is still under discussion, but the objective is to have OPEC
treated as if it is part of the economically developed countries for this par-
ticular transaction.

Senator Tarr. Would they sell back to the Fund?

Secretary Siaon. They would do the same thing as the United
States would do. '

Senator Tarr. In other words, sell back to the Fund?

Secrfetary Simon. That is the U.S. position and that you can be
sure of.

Senator Tarr. Thank you. How do you answer the argument at
the present time in the early stages of an economic recovery, Mr.
Secretary, it hardly behooves us to recommend a budget that repre-
sents a cutback in real spending?

Secretary Simon. Well, sometimes we look only at the short run
and not at the long run for the cumulative effect of actions that have
been taken in the past. When I look at a budget that was originally
going to grow almost 15 percent in 1977 over 1976, without any
action towards new programs; when I look at a budget that has
grown 40 percent in the last 2 fiscal years; when I look at a monetary
policy that has been stimulative and will continue to support an
expansion in our economy, I think that a reduction in the growth of
spending is indeed called for before we renew the inflationary ex-
cesses, Senator Taft.

Senator Tarr. What interest rates levels do you believe are con-
sistent with continued economic recovery, and what interest rates
are implied in the budget’s provision for Federal deficits?

Secretary Simon. Well, the average interest rate of the United
States Treasury today is 6.55 percent. We never try to guess, if you
will, what interest rates will be during the course of the year. So
we always set what interest rates actually are in the various sectors
of the market today, and then make judgments as to where the
various financing is going to tak place in what maturity sectors, and
that is how we get our interest rate judgments, and they have been
fairly accurate in the past. And of course, the interest rates, as
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you know, are a function of the supply and demand for money and
most importantly of the level of inflation.

Senator TAFT. Are you saying, then, that you don’t expect, the
budgetrz doesn’t project, any change in average interest rates? Is
that it ?

Secretary Simon. Again, we never felt it was our role, in our
budget, to give our forecast on what the interest rate might be month-
by-month each year, as we are financing our debt.

Senator TAFT. In the preparation of the budget, was any consid-
eration given to having a larger budget than the one that was
recommended ? Specifically, do you or other officers in the executive
branch attempt to predict the consequences of a budget that at least
represented no fall off in real spending levels?

Secretary Srmon. Yes, we started that exercise last summer, Sen-
ator Taft, in attempting to identify what indeed spending might be
and what would be the resulting impact on inflation and the economy
with continued spending based on our judgments of GNP and con-
tinued economic recovery and the rest. And the decision was ar-
rived at, after much debate, and announced by the President really
in October of what we are going to try to do as far as cutting back
spending in fiscal 1977 by the $28 billion, in which much of the
work had been done—well, most of the work on the economic side,
but the specifics all hadn’t been designed yet, because all of the
agencies were still in the process of doing that.

And it is at that level where, Senator, in our judgment, we be-
lieved we could have a sustainable, durable, and lasting recovery.

Senator Tarr. Have you, or anybody in the Treasury, anybody in
your tax analysis staff, made any comparison or studies showing
the net effect of the proposed social security rate and base increases,
combined with the proposed tax cuts for lower and midincome
families? In other words, will there be a net benefit or a net detri-
ment to these lower-income families?

Secretary Srmon. Well, simply speaking, there would be a net
benefit—and that is overall. But we are in the process of doing
this now, by income class, which we will supply to this committee
just as soon as it is finished.

Senator Tarr. Well, there seems to be some controversy as to the
urgency of the crisis in the social security trust fund, which makes
the proposed rate increases necessary. The Joint Economic Com-
mittee staff estimated that, given the economic assumptions in the
budget, the surplus in the trust fund—although declining—is esti-
mated to be $23 billion in 1981 under the current law. Would you
explain why you believe this action should be undertaken now?

Secretary Smvmon. I responded, Senator Taft, before you came in,
to Mrs. Heckler. I think Mrs. Heckler asked me that question, and
I went into it in some great detail.

Senator Tarr. You don’t need to repeat it, then.

Secretary Simon. I said that $23 billion is only 2 months reserve
in 1981, and if we do, indeed, have a recession sometime in the future,
that the fund would be very quickly depleted. Nobody disagrees,
either you reconomists or ours, that the trust fund is going to run
out. Whether it is 1985 or 1987 or 1981 to me is immaterial. We have
to get that remedied right now.
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Senator Tarr. There have been a number of calls for an increase
in public service jobs to help bring the rate of unemployment down
quickly. Can you advise what is Okun’s Law and what relevance
does it have to this situation?

Secretary Smaon. Well, as a rough guide, 3 percent extra growth
in real GNP drops the unemployment rate by 1 percent. And of
course, stimulation to achieve that, would, in our judgment, be highly
inflationary. Our judgment on public service jobs is that they have
been not terribly efficient. They have been a good deal more costly
than simply providing assistance for the unemployed now. Also,
assistance gives people the ability to continue to look for work in
the private sector, which today still provides five out of every six
jobs in this country. That is the area that must be reinvigorated,
with the incentives that I spoke about to Senator Proxmire in our
overall economic policies.

Senator Tarr. When the Council of Economic Advisers testified
here last week, it was their contention that it was at least twice as
expensive in terms of tax expenditures to put a person to work in
a Federal program, rather than lowering taxes enough to stimulate
private investment. Furthermore, it declared 80 percent of the public
jobs created by such a program ended up merely by replacing one
public employee for another, with a very small net gain in employ-
ment. This would seem to me to be a very serious indictment of
public service programs, which have been funded with billions of
dollars. Do you think that the Treasury or the Council or some
other part of the executive branch should make a study of these
questions that can provide us with figures and explanations?

Secretary Simon. Let us try to do that in a comprehensive way,
but understanding at the same time, Senator, that it is very difficult.
We have numerous examples in the CETA. program and others
where we are willing to provide the public service jobs where people
get laid off by State and local governments and that there is a
replacement there. But, it is very hard to quantify how much, exactly
how much that does occur. People are reluctant to talk about it.
Therefore, it is difficult to analyze.

Senator Tarr. All I could say about it is, this is going to be an
argument in the Congress. And those who favor public jobs aren’t
going to just take the Council’s word, or the Treasury’s word on
the matter. And I think we need some evidence, and we need a study
of some kind put together.

Secretary Simon. I am told the Labor Department has such a
study underway right now. So, we will get a copy of that to you.
Senator Tarr. Would that be coordinated with the Treasury?

Secretary Sismon. With the Economic Policy Board, it would be,
yes.

Senator Tarr. Thank you very much. I think my time has expired.

Chﬁirman Humpurey [presiding]. I have a question I would like
to ask.

Mr. Secretary, you talk a great deal in your current statement and
also in the past about the dangers of crowding out in the money
markets; that is, that large government borrowing demands might
take the available credit away from private borrowers, thereby
hampering the recovery of the private economy. You have mentioned
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this particularly as it related to 1976 when the economy would be
recovering rather than in 1975 when the private demands for funds
was weak.

My question, or observation that I put to you is this. In locking
through current economic publications, I seem to find that there isn’t
too strong a private demand. So, I ask, where is the strong private
demand for the funds which you and others have been anticipating
for 19767

Secretary Simown. Well, that is——

Chairman HuuerarEY. Let me just continue a minute. Bank loans
to business have been declining.

Secretary Stmow. Yes.

Chairman HuyepHreY. The money supply is not growing or, if it
is, very little, not because the Fed doesn’t want it to grow; but
because there 1s no demand for funds and because banks are follow-
ing very cautious lending policies. Now, the layman’s type of business
publication—and I mention Business Week—but also others, points
this out week after week. The Commerce Department survey of busi-
ness investment plans indicates very modest growth of business in-
vestment in 1976 and an actual decline in real terms.

Now, this would seem to indicate that demand for private funds
may turn out to be less than was generally assumed. So, my question
is: Do we face the crowding out problem in 1976, or do we face, in
fact, a problem of weak demand in the private sector for funds?
Thus far the evidence seems to me to be weak demand.

Secretary Simon. Let me first of all thank you, Mr. Chairman, for
being the first one who has portrayed accurately what I was saying
a year ago.

Chairman Homearey. Can I just say here, on February 9, Busi-
ness Week said: “The Fed is sending out signals but the banks aren’t
getting out the money.” It says: “The big loan demand stand-off.”
This is a feature article, pointing out that even when the banks are
shopping around sort of door-to-door, they are just not placing the
money.

Secretary Simoxn. Let me comment a couple of seconds on this
before you have to run. What I said a year ago was that the danger
of crowding out was going to occur next year and beyond when the
economic recovery was well underway, when private demands started
to go up and that indeed there then was going to be a competition
for funds; Mr. Chairman, what I would like to do is ask you, if
vou could, on the way back to your other hearing, to read this.
T wrote a three-page document which was attached to my testimony,
and it is called “Crowding Out: Setting the Record Straight.” It
talks about what the danger is.

Chairman Humrarey. I saw that.

Secretary Stmox. It talks about the danger of financing deficits
and it talks about the interest rates. And yet’s look back last vear,
when we talked about financing in the marketplace. I was forecast-
ing that corporate borrowing was going to be a record. And I was
even low as to what the ultimate corporate borrowing was. Do we
call interest rates that declined from 10 to 834 percent in the severest
recession in a generation as having declined? Yes, I guess they
technically have. Well, but relative to what? Starting with an eco-
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nomic expansion of 834 percent interest rates is too high. There is
no doubt about that.

Also, take a look at the Baa, at the lower rated corporations, and
how they fared in 1975. The first 6 months of last year, Baa’s were
about 5 percent of the market, versus a traditional 20 percent. They
go to 10 percent at the end of the year, but were still well below
prior levels. So there was a slight problem.

The real problem, however, exists in the future, as this three-page
paper points out, if something isn’t done about about our Federal
deficits. And Beryl Sprinkel wrote a good article, which I would
like to put in the record, if I might. This was in the Chicago Tribune
on February 2, 1976.

Chgirman Huumrarey. The article will be included in the hearing
record.

[The article follows:]

[From the February 2, 1976, issue of the Chicago Tribune]

Fiscar StiMurus Nor ISsUE IN DEFICIT SPENDING DEBATE

(By Beryl W. Sprinkel)

President Ford’'s budget projects outlays of $394.2 billion in fiscal 1977 and
a deficit of $43 billion, which include the effect of a further $10 billion tax re-
du_ction. Despite the fact the projected expenditure level is 5.5 per cent above
this year, it represents a relatively tight budget.

Merely financing program now under way would yield expenditures of $420
billion—more than $25 billion above the President’s plan.

Furthermore, the Joint Economic Committee of Congress, chaired by Sen.
Hubert H. Humphrey [D., Minn.], recently called for more fiscal stimulus, in-
cluding an additional 10 per cent tax cut and spending of $10 billion more
than the $430 billion needed to sustain present programs. )

Two budget issues will be heatedly debated over the months ahead: First,
should the federal government play a larger or smaller role in the economy,
relative to the private sector? And second, do we need even larger deficits to
stimulate the economy?

Presently, federal, state, and local spending account for about 40 per cent of
national income. Furthermore, the trend has accelerated in recent years.

For example, from 1970 to 1975 the expansion in government outlays was
equal to 55 per cent of the increase in national income. This means that for
each additional dollar of income, 55 cents was allocated to government pro-
grams.

No wonder the public is becoming concerned about the growing burden of
higher spending and higher taxes! Furthermore, the government is increasing-
1y pre-empting the market incentive system.by telling its citizens what they
<an do and what they may consume. .

There is mounting evidence many of our costly government programs are not
achieving their stated objectives, and, in fact, frequently are exacerbating
problems. '

Citizen and legislative awareness is reflected in the Congressional Budget and
Impoundment Control Act of 1974, which is fully effective this year. This act
forces Congress to impose a ceiling on overall government expenditures before
considering the funding of existing and proposed programs.

The spending constraints will force an ordering of legislative priorities. High
taxes dull incentives to save, invest, and produce, and hence make it more diffi-
cult to finance the growth needed to provide jobs and higher incomes in future
years. Taxes can be lowered only by reducing expenditures at the government
level. '

The preferred relative size of government versus the private sector is a
legitimate are for debate. However, we cannot continue recent rates of growth
in public spending without seriously handicapping the health and prosperity
of the private sector, which still employs five out of six of the nation’s workers.

Some argue that, irrespective of the private versus public sector argument,
we nonetheless need a more stimulative budget policy to hasten the return to
higher employment.
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This view follows conventional Keynesian analysis, which contends the larger
the actual or full employment budget deficit, the greater the stimulus and,
hence, the larger the subsequent rise in spending, national income, and em-
ployment,

But is this view correct? Budget deficits created by spending increases or
tax cuts must be financed. There are only two ways this can be done.

If the deficit is financed by absorbing savings otherwise available for lhous-
ing or other forms of capital investment, the stimulus of higher federal spend-
ing and-or tax cuts is offset by restraint on private investment. There is no
reason to believe a net stimulus will occur under these conditions, but there is
a presumption private investment will be retarded.

Alternatively, the resulting deficit may be financed with new money created
by the Federal Reserve System. In this case there will be no short-run squeeze
on private investment, but, with current deficits, an enormous increase in the
money supply would occur. This would raise employment in the short run but
would undoubtedly lead to accelerating inflation by 1977.

Furthermore, if a somewhat greater expansion in the money supply is de-
sirable—and I believe it is—it can be readily achieved without incurring large
federal deficits.

Therefore, larger federal deficits either create a squeeze on private capital
formation, or, if financed mostly by newly created money, provide a short-run
stimulus at the cost of higher inflation in the future.

If moderately greater growth in the money stock is needed, it can be achieved
without larger deficits. It therefore does not follow that a larger deficit is
needed to stimulate the economy.

This is a false issue, even though the familiar drumbeat has already begun.
Deficits provide stimulus only if financed by new money.

Unfortunately, many who prefer larger government spending programs at-
tempt to justify their position by arguing the need for a greater stimulus.
These are separate issues and should remain so. )

If American voters ever decide, as many have, that government is too large
and should be retrenched, they need not accept larger budgets and deficits be-
cause of the perceived desirability of greater stimulus.

Compared with the alternative of increasing monetary growth by Federal
Reserve action, fiscal policy is an inefficient tool for providing a short-run
economic stimulus. The size of government should be debated on its merits or
demerits, not on the false issue of needed fiscal stimulus.

Since 1976 is an election year, legitimate fears exist that excessive money
will be created and federal spending on voter services will soar. Yet, up to the
present, the newly proposed budget is restrained, and monetary growth has
been below Federal Reserve targets.

But the year has just begun. Emphasis on bold, new budget programs, larger
budget deficits, and sharply higher monetary growth could again trigger the
go-stop policy thrusts of the past decade. Let us hope political manipulation of
our national finances is avoided in this Bicentennial year.

Secretary Stmon. Mr. Sprinkel talks about the traditional Keynes-
ian analysis. You have heard Arthur Burns say, on many occa-
sions, we are no longer living in the Keynesian world, which responds
to the policies as in the past. But, it is a fact that deficits are going
to be financed in one of two ways, Mr. Chairman. One is to take
money from the private sector. It is pretty simple in periods of high
activity, or even moderate—and we are not there yet, but we are
on our way there—that money we take in the Government is money
that will not be spent in the private sector for private investment.
There is no doubt about that.

The second way it can be financed is if the Federal Reserve prints
the money. Now, that is a stimulus to the economy. There is no
doubt about that. And that would keep interest rates, at least for
a short period of time, a little lower than they might be, but
we all know what would happen——
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Chairman HuypsrEY. I think you left out something very im-
portant. The best way to finance the deficits is to get the country
going so you don’t have the deficits.

Secretary Smox. I agree with you, except for what happened
in the last few years.

Chairman Huxreurey. But the point is, you’ve got yourself dug
into quicksand. You keep singing the same song, but you never get
us out of the sand.

Secretary Simox. But the point is, if you really believe the best
way is to balance the budget, how come we have done it only once
in 17 years?

Chairman Houmearey. Well, we have had deficits, but nothing on
the horrendous scale that we have been enjoying these last few vears.
I submit to you, when you have a policy as nonproductive as the
one you have been pursuing, you might want to reexamine it, Mr.
Secretary. After all, if you keep taking the same old medicine and
you continue to be sick, go get a nw doctor or at least get a new
prescription. Here you've got deficits that you say we ought to
finance. My suggestion is maybe it is important to have a greater
money supply so you get out of deficit. These deficits are not due
just to wasteful Government expenditure. In part, I suppose, it has
been a pattern of our life, but they are due to high unemployment
and recession. There is $40 billion in this current budget that is
related to social costs, and unemployment compensation costs. Now,
if you can cut that in half, you’ve got your deficit cut in half.

Secretary Smyox. May 1 say

Chairman HoumrHrEY. No, wait a minute. You talk about crowding
out. Now when is this going to happen?

Secretary SimoN. As this memorandum says—which I again hope
you read—as we work our way back to capacity. And I will also
suggest along with what I just finished saying, Mr. Chairman, that
it has already happened to some extent. Paul McCracken talked
about this in an article recently. It has already happened, to a lesser
degree. And the more that economic activity increases, the more it
will occur.

Chairman Humpnurey, But it didn’t crowd out.

Secretary Siaron. And you can tell me

Chairman HumpHuRreY. There was a lot of borrowing in the third
and fourth quarters that wasn’t crowded out.

Secretary Simon. Yes, but borrowing by whom ?

Chairman Humparey. Interest rates have been coming down,
haven’t they? :

q Secretary Srmox. I don’t call 10 to 8l percent per se as coming
own.

Chairman Humearey. Well, T wish you had been as concerned
about those high rates a year ago.

Secretary Simon. I warned about them exactly at that time.

Chairman HumerREY. Well, warned about them, but what have
you done about them ? '

Secretary Simox. What do you want to do about interest rates?

Chairman HumprreY. Well, one thing is to make available a supply
of money so you get your interest rates down.
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Secretary Simox. If we make available an excessive supply of
money, you are eventually going to have even higher interest rates.

Chairman Huamprrey. I think they were kept up, Mr. Secretary,
as a considered determined policy, as a part of a way to slow down
this economy at a time when it was already slowing down. That is
my personal judgment. I think there is a lot of evidence that sup-
ports it. But, you have argued the crowding out theory. It is a
good theory, but when is the crowding out going to start?

Secretary Sizron. The period of real crowding out, as I say, comes
when the real economie activity picks up and as it increases in the
future. And regardless of what some academic economists whisper
in your ear, they never understood anything about finance or any-
thing about financial implications of it to begin with.

Chairman Humprarey. May I say that as your interest rates have
come down so has your money supply gone down.

Secretary Stmon. Well, as 1 say

Chairman Humprrey. And there hasn’t been any crowding out.

Secretary Siaon. I discussed the phenomena of M, earlier with
you on the velocity and the problem of seasonal adjustments.

Chairman HomeEREY. But my question, Mr. Secretary, I can buy
the theory of crowding out. I understand the so-called logic of the
crowding out. But, the theory in economics is one thing, and the
practice of economic life is another thing.

Secretary Srmown. I am not a theorist, but

Chairman Humpurey. Has it started ? It hasn’t started yet, has it ?

Secretary Simon. I am not a theorist and I am not an economist
either.

Chairman Huxrparey. Well, let me ask, has it started yet?

Secretary Stmon. There has been evidence of crowding out in the
market during the first 6 months of last year.

Chairman Humpurey. Well, what about——

Secretary Simon. Again—well, let me finish, please. As Paul Mc-
Cracken stated in the Wall Street Journal, we see

Chairman HumrrreY. That doesn’t make anything true.

Seccretary Siaton. No, but I am giving you statistics. Is it a coinei-
dence that when the Federal Treasury was financing on an annual
rate of $81 billion versus $5 billion a year before, that money for
housing and home mortgages declined 22 percent? I think that ob-
viously there is a competition there; there is a competition that made
the Baa corporations not able to go into the long-term sector. Those
that could borrow were financing in the short-term and intermediate
sector, which did very little to redress their balance sheets. But the
real problem is not in 1975 and it is not going to be in the early
months of 1976.

Chairman Humparey. Well, when is it?

Secretary Simon. I can’t say it will be June 11th at 12 noon.

Chairman Hompurey. No, I didn’t say that. But what year do you
think 1t is going to be?

Secretary Staon. I think toward the end of this year and into
next year, directly related to the facts of our deficits.

Chairman Humearey. Well, now, isn’t the projected deficit to be
less this year?

Secretary SiaoN. Yes, we certainly hope it is going to be.
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Chairman HuamrparEy. All right. And if we have recovery of any
degree, it will be even less than the current projection ?

Secretary Simon. Well, based on our projections, it will be $43
billion.

Chairman Huoyerrey. Well, that is about $30 billion less than
last year.

Secretary Siaron. $30 billion less than the fiscal—

Chairman Houmrurey. Yes, than the current fiscal year.

Secretary Siaox. Right.

Chairman Hoymrarey. All right, but what makes you think there
is going to be more crowding out when the deficit is less and the
recovery has some of its own momentum?

Secretary Staon. Because private demands are going to grow.

Chairman Humpurey. The private demands are going to grow.
That is true. But, my goodness, there is a great deal otg difference
already in the projected deficit of the last year as compared to the
projected deficit for next year.

Secretary Simon. There is also another very important point.
Economists us the symbol, “net new money raised in the market-
place.” And I have always had some great problem with the net
new money raised because of the massive debt rollovers that we have
in the Treasury Department now. We used to have what we called
quarterly refundings. But I have been filling up the financing slots
at such a rapid pace, I think we can look forward to the day when
we are going to have almost weekly refundings.

Chairman Humprrey. Here is the story that the average citizen
gets. Look here at what Business Week says: “Bank loans to business
have been slowing. So banks are buying more Treasury bills. Interest
rates are continuing to slip and the money supply is flattening out.”

Now, all the talk that we heard a year ago from you and others
was that we were going to be in this terrible crowding out crunch.
It hasn’t happened. Now you are pushing it up another year.

Secretary Simon., Wait a minute. No, sir; you go back and look
at the printed words in my testimony, Mr. Chairman, which said it
is going to occur in 1976 and beyond as the economic activity rises.
When you talk about what has happened to business loan demand,
of course business loan demand is off. No. 1, take a look at the
largest inventory reduction in our history. So, obviously, there has
been a paydown. But, with consumer spending and retail sales as
they are right now, you can reasonably expect a pickup in the
months ahead.

Chairman Humrurey. OK. We do not disagree on the theoretical
dangers of the theoretical problem of crowding out. I don’t disagree
with that. What I am trying to say, and I think the evidence thus
far supports my contention, is that at a time of 8 percent unemploy-
ment, at a time of less than adequate use of our plant capacity the
possibilities of crowding out, as a constraining force of the money
available to private industry does not seem to be documented by the
current facts. Now, you are making a prediction. And what you are
really saying is that at the end of calendar 1976——

Secretary Simox. These are judgments as to when it will happen.

Chairman HumeHREY. At the end of calendar year 1976, there is:
going to be a very serious problem of crowding out. I would like
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to ask you to do this—and I will cease and desist: Does the Treasury
prepare estimates of supply and demand for funds, broken down by
a major category, usually called sources and uses of funds? Could
you make those available to us?

Secretary Simox. I certainly will.

[The following information was subsequently supplied for the
record :]

TOTAL FUNDS RAISED IN U.S. CREDIT MARKETS, CALENDAR YEARS!

[In billions of dollars]

1972 1973 1974 1975 1976
(actuat) (actual) (actual) (estimated) (projected)

Long-term funds:

Mortgages:
Home. .. o eeeee 40.7 41.7 30.2 38.5 50.7
Multifamily_ - 10.4 8.5 7.8 5.0 6.5
Commercial - 15.1 17.3 11.6 4.9 8.8
Farm e oo e 2.6 4.4 4.9 4.4 5.8
Total mortgages. - oo cceeeoemooo 68.8 71.9 54.5 52.8 71.8
Corporate securities:?
ONAS . e e e 20.2 12.5 23.4 36.2 25.5
SHOCKS - oo o oo cecceeemee 13.6 9.6 4.6 9.1 13.0
Total corporate securities. .o coceaoo 33.8 22.1 28.0 45.3 38.5
Total long-term funds 102.6 94.0 82.5 98.1 110.3
Government securities:
U.S. Government. 13.9 7.7 11.8 84.2 86.6
Federal agencies__ 9.7 21.6 21.5 9.7 20.8
State and local gov 14.7 14.0 18.1 16.7 13.5
Total Government Securities...— oo oo eoee 38.3 43.3 51.5 110.6 120.9
Short-term funds:3
Business credit:
Open market paper. .. .oococcemaecooee 1.6 8.3 16.7 -1.7 4.2
Bank foans.__.._.._._. - 22.0 42.4 34.4 —18.6 11.2
U.S. Government loans.. - .3 1.2 2.1 -1 1.9
Federal agencies foans__..__._.._._ - .8 8.5 9.3 -2.4 4.2
Financial panies loans to b 2.8 2.9 3.5 1.3 1.2
Secutity RP's. oo oo 1.7 3.3 -3.1 2.9 1.5
Total business credit_ ... _._______... 23.2 66.6 62.9 —18.6 24.2
C eredit. . oo oeae 19.2 22.9 9.6 5.2 16.5
Security credit. ..o oo e e ee 8.9 -8.2 —4.6 -7 2.0
Foreign foans:
................................. 3.7 7.9 7.6 3 5
U.S. Government. . .o aecococeenen 1.8 .7 1.6 3.0 2.6
Total foreign loans. . - —eococacaeaenn 5.5 9.6 9.2 3.3 3.1
Other loans:
Banks....... - 2.8 1.8 -2.5 7 11
U.S. Governmel 7 .6 .9 1.2 1.3
Policy loans. . .9 2.2 2.7 1.5 1.6
Total otherdoans.. .. oo o_.o._ 4.4 4.6 L1 3.4 4.0
Total short-term funds._ ... ... 67.2 95.5 78.2 -7.4 49.8
Total funds raised. .. __________ ... 208.1 232.8 212.4 201.3 281.0

1 Based on the economic assumptions used in the budget for 1976 and 1977,
t including foreign securities. i
% Including bank term loans and long-term Federal credits.

Note.—Office of the Secretary of the Treasury, Office of Debt Analysis, Jan. 23, 1976.
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TOTAL FUNDS SUPPLIED IN U.S. CRED!T MARKETS, CALENDAR YEARS!
[in billions of dollars]

1972 1973 1974 1975 1976
(actual) (actual) (actual) (estimated) (projected)

Savings Institutions:
Contractual-type:

Life insurance companies. . 138 157 161 16.1 17.5
Private pension funds._ . __ 6.6 7.3 8.2 12.9 14.9
State and local retirement funds . 7.8 9.2 12.3 11.5 14.2
Fire and casualty insurance companies.. .. 6.7 5.0 4.0 52
Total. . 34.9 37.2 40.6 46.2 51.8
Deposit type: -~ X
Savings and loan associations...____..____ 36.4 27.1 21.0 42,5 45.2
Mutual savings banks 10.4 5.4 3.4 11.7 12.0
Creditunions._____.______.._____._____ 3.1 2.9 2.7 5.5 6.3
Tothe o omem e 9.9 35.4 .1 59.6 6.5
Other:
Investment companies.. ________________ —-1.8 —2.5 .9 1.4 1.2
RENTS. o 4.9 45 .9 -3.7 —-2.5
Total. o e el 3.1 2.0 1.8 -2.3 -1.3
Total savings institutions_.....______.__ 87.9 4.6 69.5 103.5 115.0
Banking: : .
Federal Reserve banks. .. 0.3 9.2 6.2 6.8 1.1
Commercial banks. ... __ 75.4 83.3 62.2 23.1 63.6
Total banking. ..o ___._.__.___ 75.7 92.5 68.4 23.9 1
Business:
Nonfinancial corporations_..____._______..___ 2.6 7.9 8.1 14.6 15.3
Finance companies___..___________ 10.7 10.2 4.0 ~1.1 2.0
Securities brokers and dealers 4.3 —3.5 -1.0 -~2.3 2.0
Nonfarm noncorporate businesses 1.1 1.3 .9 1.2 1.6
Total business.. oo 18.7 15.9 12.0 12.4 22.9
Government: )

* Federal Government. _____..____._..__________ 2.6 3.0 7.4 11.5 10.7
Federal agencies________________ 7.0 20.3 24.1 12.3 19.5
State and local governments 3.6 .4 .3 1.9 -7

Total governments._ ... ... ______ 13.2 23.7 31.8 25.7 29.5
Foreign__ ... .. 10.8 3.5 12.0 11.2 14.4
Households (residual) 1.8 22.6 18.7 18.6 24.5

Total funds supplied._. ... _________..___. 208.1 23.28 212.4 201.3 281.0

1 Based on the economic assumptions used in the budget for 1976 and 1977 and on 6.3 pctincreasein M1and 934 pct
increase in M2 both years.

Note.—Office of the Secretary of the Treasury, Office of Debt Analysis, Jan. 23, 1976.

Chairman Humpagey. I think that will be helpful to us in terms of
resolving what is a legitimate difference of views as to where we are
going. I don’t want my remarks interpreted as that private capital
should not have the sources available to it for its expansion. I believe
in investment. I know that capital formation is important. But noth-
ing is worse to the economy than capital that is dormant and unused.
Dormant capital is really like unemployment; when you’ve got un-
used labor and unused capital, you’ve got two depressents on the
economy. I must confess that I was really shaken when I read in the
February 9, issue of Business Week, which says:

The Federal Reserve and the Nation’s big commercial banks now have a

dilemma in common. The Fed insists it wants to stimulate the money supply
and promote economic recovery by getting banks to loan more money to busi-

74--582—76—pt. 1——13
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ness. The banks are busily looking for loan customers, but are unwilling to
cut prices or shade their new, tougher credit standards to get it. The problem
is that the very businessmen who normally rely on bank money insist they
really do not need much of it today, producing what economist Leonard Santow
calls a mismatch. And according to Santow, the banks do not want to lend to
companies that need the money and the companies that the banks want to lend
to do not need the money.

What is new? That is exactly what has been going on. That is
what the whole ball game is all about. The people who don’t need the
money can fet it; the people that need the money, the guy that is
struggling for his life, they say “Well, you can’t meet my credit
standards.” This is what has gone on in this country for several years,
and this is why there are bankruptcies and this is why the housing
industry is in trouble.

General Motors doesn’t have to worry. They have a line of credit.
But the little stores really have to worry, because they don’t have that
line of credit. This is what we have been arguing about in regard to
the prime rate, which is about as meaningful to the average citizen as
blowing bubbles in a sand storm. It doesn’t mean a thing. What is
important is the going rate. o

So, I am just kind of an old-fashioned practical kind of guy, out
from the woods that takes a look at what happens to the fellow out
there who wants to borrow some money. And the people who want to
borrow can’t get it; and the people that don’t need it, they say, “Hey,
would you like to have a nice big platter-full of loans ?”

Secretary Siaon. Thank you for confirming my theory of crowd-

ing out.

%hairman Humparey. There is no crowding out.

Secretary Simon. That is exactly what it 1s. You are crowded out
by the high interest rates in the marketplace, by the flight to quality,
by the inability to borrow by the lesser corporations. General Motors
and the rest of them can get it.

Chairman Humpurey. There is a lot of money lying around. You
and the Fed should get the banks and tell them they’d better start
using it. Because when this capital is not used, it is unemployed. Like
unemployed workers, unemployed capital is a curse on an_economy
that depends on the marketplace. If I know anything about eco-
nomices, I know that.

What is our problem today ? If our problem is Government policy,
then maybe we should get working to change the rules. Whatever it
is, there is capital waiting there and it isn’t being used. It is not being
crowded out. It isn’t being used. That is my judgment, anyway.

Secretary SimoN. You have good judgment.

Chairman Humprrey. All right. Congressman Long.

Representative Loxa. Yes, I do have two short questions. One is a
request for the record, Mr. Secretarg, but before I get to that, let me
ask this. In the President’s budget for this year, the proposition that
business in high unemployment areas, which, if I recall correctly, was
7 percent or more——

Secretary SimoN. Yes, sir. ) )

Representative Lone [continuing]. Be allowed to depreciate new
investments in plant and equipment at a faster than normal rate. On
the face of it, it appears to be a very attractive type of situation, and
one generally T would favor.
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The budget estimates of the cost to the Treasury of this tax write-
off would be about $300 million for fiscal year 1977,

Secretary Smon. $369 and eventually $1 billion,

Representative Loxe. You say $369 and $1 billion ?

Secretary Soron. In four years.

Representative Lowe. And, as I say, on the face of it, such a pro-
gram looks very good. But, if we look at the capacity utilization
across the entire spectrum of the economy, we begin to get to a little -
bit of a different picture. It is somewhere about 75 percent, at least to
the best of my knowledge. Maybe it is a little more than that, or
maybe a little bit less than that. And I wondered if, in coming forth
with that proposal, if you all had any evidence that areas of high un-
employment are closer to fully utilizing the existing capacity of plant
and equipment than is the rest of the economy ¢ Because I strongly
suspect that what it really is, is that they have a lower utilization
than you do in the economy at large. And I wonder if, in view of
that, 1f this is really a wise policy ¢

Secretary Staown. I have no knowledge of any study that has ever
been done or, indeed, Congressman Long, could be done that could
quantify present capacity in hundreds of fhousands of companies that
exist. I will say one thing, though, and this is pretty generally agreed
to, that at best the government’s capacity numbers are suspect. Back
in 1971, when we were pulling out of the recession, everybody was
talking about 4 or 5 years and then we would get back to full utiliza-
tion again. And full utilization means different things to different
industries. And normal full utilization is about 85 percent—and
again, our numbers are somewhat suspect—but we found that we got
back to full capacity again in 1973 and 1974. And the bottlenecks, Mr.
Chairman, which you correctly referred to, appeared very early in
some of our basic industries. And this is what is in danger of hap-
pening again. When certain basic industries reach the peak before
others, the price pressures become apparent in some of our great
basic commodities.

Representative Lone. But the point you are making runs all the
way across the business spectrum, Mr. Secretary, and unless there is
some justification for showing that the capacity is used to a greater
extent than 75 percent, or at least equal to what the national average
s, it seems to me that the basis of the recommendation that we have
given in these high unemployment areas, well, is at the very mini-
mum, Mr. Secretary, suspect.

Secretary Simon. No. If we know within reason—and again this is
suspect—that we have approximately 72 or 73 percent capacity utili-
zatlon in our economy and we have an unemployment rate unaccepta-
bly at an 8.3-percent level. We know also that the construction indus-
try is probably one of the most severely impacted in the area of un-
employment. So if we talk about building plants and expanding
existing plants today, it has a twofold benefit: It puts the construc-
tion industries back to work in the initial stages, if you will; and it
starts plant expansion and new plant building before we move back
to full capacity again. Hopefully, this transfers activity that would
have occurred next year and the year after into this year when there
is a slack in the economy and when there is high unemployment.

Representative Loxc. Doesn’t it follow, Mr. Secretary, that if
lyou’ve got an area where they are not even using their existing
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capacity, you are not going to get that because they are not going to
build additional capacity ?

Secretary Stmon. No, sir. If T am a businessman and I take a look
at my order book and I take a look at what T consider to be the de-
mand in the future, and I remember back to 1973 and what I was
operating at then, and if I am making a decision whether to expand
my plant now or wait a couple of years and see what -happens, 1 take
a look at what the outlook is now. I take a look at inflation and, if I
wait a couple of years, it is going to_cost me 8 percent or 7 percent
or 6 percent additional, I assume, I take a look at the fact the
materials are going to go up in price and the wages are going to go
up, certainly. So, I weigh all of these things. And just because I am
operating at below capacity now doesn’t mean I am not going to start
a new plant or expand the existing one because probably it is going
to take me a couple of years to finish that expansion. And by that
time, I expect I will be at full capacity, and then I will be able to
produce more goods and services. So, I don’t think

Representative Long. Let me try another tactic, then. What did
you come up with in the way of figures as to the number of jobs
this might create. Did you come up with a projection in that regard ?

Secretary Smon. We did, when we were figuring our revenue es-
timates at $300, $600 and $900 billion. But each project would employ
different amounts of labor, so that is a highly judgmental number,
just like our revenue estimates are judgmental, too.

Representative Lone, I don’t argue with the need for long-range
planning on the part of business and looking at where your market 1s
going to be 3 or 4 years from now and what your capacity is going to
be. But, it seems to me to be very elementary that if you are in an
area that has high unemployment, that is logical that that means you
are even at a lower rate of use of capacity than you are in the country
at large, and that consequently you are again dealing with one
where the need for capital investment to build your capacity is less
than it could be in the country at large. And while most of the area
T represent would fall into this category and I well recognize that, it
still doesn’t seem to me to have been a well thought out proposal.

Secretary Srmown. Well, we discussed it at great length. And of
course, this is designed for the near term, to take care of the unem-
ployment that exists today for providing incentives, if you will, to
get the needed expansion certainly in industries that would be ex-
panded in the future.

“You know, the point is that maybe it won’t work. Nobody knows
whether it will work or not. But, 1f it does not work, it is not going
to cost us anything.

Representative Long. But, let’s go back to this question whether
at the time you were making this decision to come up with this rec-
ommendation, whether it would be judgmental as to the number of
jobs that would be created ?

Secretary Staox. I will get the judgments we used on the number
«of jobs, Congressman.

Representative Loxe. Could you come up with that figure ?

‘Secretary Simoxn. Fine.
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[The following information was subsequently supplied for the
record :]

The primary effect of the proposal to allow accelerated depreciation deduc-
tions in areas of high unemployment is to accelerate the timing of investment
outlays. Some projects will be started and completed earlier than previously
planned so as to take advantage of the tax incentive allowed under the pro-
posal. Unfortunately, because of the temporary nature of this proposal and the
absence of similar precedents in the past, any quantitative forecasts are con-
jectural at best. We know that the direction of change will be positive. How-
ever, too many other factors affect employment to isolate the impact of this
proposal on the magnitude of jobs provided, holding all other things constant.

Representative Lone. Finally, let me ask you one other thing to
present for the record. We are doing here, as you know, some in
depth analysis of this whole question of the social security trust fund.
And it has been difficult for me, at least, to determine from the budget
the status of the trust funds in a way that I can understand readily.
As best I can, in fiscal year 1975, the trust fund receipts exceeded
outlays by about $4 billion in round figures. And in fiscal year 1976,
the outlays under that fund reversed the thing. Now, the outlays are
going to exceed the receipts by about $2 billion.

It seems to me that this is directly related to the high unemploy-
ment that exists. The unemployment rate will probably average over
8 réercent, or somewhere right around 8 percent, in fiscal year 1976,
an

Secretary SiyonN. Let me respond for the record, because I want
to get the numbers for you, which will answer the first part of your
question.

Ref)resentative Long. That is what I was going to ask you to do.
I really wasn’t going to ask you to comment off the top of your head.
We need the figures. .

Secretary Srmon. Let me give you what has happened in the last 5
years as far as receipts and outlays and what we expect to happen in
the future under various assumptions on the depletion of the trust
fund ; because I don’t as I said to the Chairman before, I don’t think
anybody disagrees that the trust fund is going to be depleted in the
future, whether it be 1987 or 1985 or 1981. I think we can have a
difference of opinion on our assumptions, but the fact remains the
trust fund would be depleted certainly in the 1980’s. And I will sup-
ply these numbers for you, Congressman Long.

[The following information was subsequently supplied for the
record :] T ,

The following table provides actual receipt and outlay data for the Social
Security trust funds for Fiscal Years 1971 through 1975. Also provided in the
table ‘are estimates for Fiscal Year 1976, the transition quarter, and Fiscal
Year 1977. The estimates are contained in the President’s 1977 Budget and
are counsistent with unemployment rdtes of 7.7% in Calendar Year 1976 and
6.9% in Calendar Year 1977. ‘

The 1976 Annual Report to the Congress of the Board of Trustees of the
Social Security Trust Funds is currently being prepared and we expect that
this report.will provide estimates under a variety of economic assumptions.
The report is due by April 1, 1976. .
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NFEDER'AL OLD-AGE, SURVIVORS, AND DISABILITY INSURANCE TRUST FUNDS, RECEIPTS AND OUTLAYS, FISCAL
N : YEARS 1971-77

[Dollars in millions]

Fiscal year Transi-
- tion )
1971 1972 1973 1974 1975 11976 quarter 11977

Receipts:
_ Social insurance taxes and con- .
tributions____________________$35845 $39,907 $46,084 $53 925 $62,458 $66,465 §$17,917 $76,912
Interest on Federal securities.___ ~ 1,942 = 2,107 ~ 2,283 2,518 2,808 2,837 692 2,654
Federal payment as employer
for employee retirement______. 640 657 695 . 764 916 963 255 1,054
Other (mainly receipts of special .
Federal payments)._.____.____ 466 537 524 496 4 517 e 717
Proposed legislation. . _______.___.____ T 3,482
Total receipts_. oovoeoeen . 38,892 43,207 49,585 57,703 66,671 70,782 18,864 84,819
Outlays:
Benefit payments_..____________ 34,482 38,587 47,332 54,007 62,469 71,38 19,581 82,166
Payments to other trust funds.__ 626 749 802 931 1,010 1,083 ... _.... 1,289
Administrative expenses and
Cooother . 765 822 956 929 1,179 1,298 353 1,393
Proposed legislation___________________ . _____ oo T —-12 826
Total outlays ... _.___. 35,874 40,157 49,080 55,867 64,658 73,707 19,922 84,022
Surplus or deficit (1) oee oo ... 3,018 3,050 495 1,836 2,018 —2,98 —1,058 97

. 1 As estimated in 1977 budget document.
Note.—Date: Feb, 11, 1976,

Representative Lona. One of the assumptions I would like for you
people to consider and project in that is full employment, sir, as to
what it would be under the variable factors
- Secretary Snrox. Absolutely.

Representative Loxg [continuing]. Of unemployment that exists.
. Becretary Simon. Yes, as I said again to the chairman, full em-
ployment today would help. But all it would do is postpone the ulti-
mate depletion of the trust fund and not provide a permanent, if you
will, solution.

Representative Lone. That statement scares me, Mr. Secretary. It
gets me back to something that we had the biggest hassle here the
other day with Mr. Greenspan about that I ever heard. It just seems
to me as though it is an absolute lack of concern for people as human
beings to say that we have been at work now, and that they are going
to become entitled to social security because of the fact they are at
work now, but that is going to create a problem for us down the
road—to say that, Mr. Secretary, scares the hell out of me.

Secretary SimoN. I was not relating this to unemployment. I am
talking about the revenue impact of having the high unemployment
or the revenue impact of having the present unemployment rate we.
have now. It is immaterial. The social security trust fund is going to
be depleted gradually over the years and we have to direct ourselves
to the permanent financing solution. I wasn’t relating it to high un-
employment or low unemployment. I was making a financial state-
ment.

Representative Lona. Well, I don’t argue with your financial state-
ment with you, but I am making a social and political human being
statement that it seems to me it is directly related to the number of
people that are covered by——
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. Secretary Smvon. I mean, we would love to have full efaployment
and we want to get there as fast as we safely can, Mr. Long.

_ Representative Lone. In order to sive your time and everyone’s
time, Mr. Secretary, let me ask our staff to get together with yours
with respect to these projections on this issue.” -

Secretary Simon. Absolutely. -

Representative Loxe. It could be helpful to us and there are three
or four things we would like to have in this regard, if we could.

- Mr. Jones. That is on the social security ?

Representative Lone. On the social security and also on the health
insurance trust fund. The two are, as you well know, related.

Chairman HumpHerEY. Yes; in looking over the social security
financing, it seems to me you have to lay down certain options and ai-
ternatives, such as the full employment figures and what they would
give to you in terms of receipts and outlays, such as certain possible
Increases in the wage base.

Secretary Simon. The wage base, if you increase the wage base,
what that does is automatically increase the benefits in the future ap-
proximately 25 or 30 years from now——

Chairman Homparey. No, it doesn’t automatically do it. Your ben-
efits have to be determined by law.

Secretary Simon. Yes, but the formula presently, as explained to
me, increases the benefits in the future as we increase the wage rates.

Chairman HoumpareY. Yes, that is the decoupling provision. Well,
I think the time is at hand to take a very good solid look at our social
security trust fund and also how they are invested and in what kind
of securities they are invested.

S(;Sretary Smvmon. They are invested in the finest securities in the
world. ‘

Chairman HuMpHREY. Yes, Government securities, but also at what
rates of interest on those securities? Some of them are invested at
rather low rates of interest. '

Secretary Simon. I think you will find the social security trust
fund is managed just like all of our trust funds, Mr. Chairman, at
the market rate of securities.

Chairman Humearey. That is right. I have been told the trust
funds have been invested in rather low-yield securities.

Secretary Stmon. Well, some of them were bought 20 years ago, or
10 years ago, when interest rates were lower than they are today.

Chairman HuypHarEY. Yes, well you can be helpful to us in that
also. The other point I want to make, and again these are all pro-
jections of your revenue estimates—and by the way, revenue esti-
mate errors have been made by many Treasury Secretaries.

Secretary Simon. Not many; all. And I would suggest that every
Treasury Secretary in the future does—— '

Chairman Hompurey. Well, it is still an estimate. That is my
point. We understand that.

Do you consider these revenue estimates on the conservative side
or on the more generous side ¢

Secretary Simon. I would say that these estimates are our best
estimates, 1f you will. -

Chairman HompHreY. The last time you had some estimates on
off-shore oil that were way off.
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 Secretary Simon. Excuse me, that is on the expenditure side of the
budget. That is a negative expenditure.
. Chairman HumreHreY. Well, that always confuses me.
Secretary Simon. It always confuses me, too.
hChairman Humprarey. I don’t think anybody really understands
that.

Secretary Simon. Well, that is the way we keep our books and I
don’t understand that either.

Chairman Humenrey. If you can clear that up, Mr. Secretary, you
and I will be better friends.

Well, you have been here a long time. Let me thank you for your
extensive statement. We have some disagreements. I personally feel
that the emphasis in our budget, which also relates to fiscal policy
and monetary policy is not adequate in terms of getting at the prob-
lems of unemployment. And I am not using the word “unemploy-
ment” relating only to unemployed manpower; as I said a while ago,
unemployed resources, unemployed capacity or unused capacity, un-
used capital, are also important. But these are differences that men of
good will hold. T just think that there is a willingness to permit the
recovery to come at a slower pace than I believe is desirable.

Secretary Stmon. That is the difference.

. Chairman Humpurey. Yes, that is it. ‘
. Secretary Stmon. And that is where honest men, Mr. Chairman—-—

Chairman Humpurey. That is the difference.

" Secretary Srmon. Well, honest man can differ. :

Chairman Humpurey. I never impugn anybody’s motives who
comes before us. That is the last thing I need to do. I know you peo-
ple are concerned about the country, just as T am.

Secretary Srmon. Sure. '

Chairman Huamprarey. Our concern is sometimes expressed differ-
ently. I was very upset the other day, to be honest about it, about the
job’s program, which I know is not in your neck of the woods. I was
darned upset when I listened to the Council of Economic Advisors
tell us what we couldn’t do. I wanted to hear what we could do. T
worked with a fellow sometime ago who said, “If you have a fellow
around telling you what you can’t do all the time, you ought to find
somebody who can tell you what you can do.” '

Secretary Simoxn. I used to tell the story about my house counsel
at Solomon Bros. I would come in and I would say, “Good morning.”
And he would say, “No.” . : :

Chairman HumpareY. Yes, that is right. And so what T am trying’
to get is '

Secretary Stmon. I's somebody who will go and find a way to do-it.

~ Chairman HompHREY. Yes, let’s do it. Now, you’ve got the Hum-
phrey philosophy. : :
- Secretary Styon. And I will add, do it safely. :

Chairman Humparey. Well, the problem is, Mr. Secretary, that 1.
want to be safe, but being safe is sometimes moving fast enough so
that you don’t get run over, you know. [Laughter]. -

Chairman Humparey. With that friendly note, we can recess.

[Whereupon, at 12 noon, the committee recessed, to reconvene at
10 a.m., Thursday, February 5, 1976.]
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The committee met, pursuant to notice, at 10:15 a.m., in room 318,
Russell Senate Office Building, Hon. Hubert H. Humphrey (chair-
man of the committee) presiding.

Present: Senators Humphrey and Javits; and Representatives
Moorhead and Heckler.

Also present: Loughlin F. McHugh and George R. Tyler profes-
sional staff members; Michael J. Runde, administrative assistant;
George D. Krumbhaar, Jr., minority counsel ; and M. Catherine Miller,
Tninority economist.

OPENING STATEMENT OF CHAIRMAN HUMPHREY

Chairman HumpureY. Gentlemen, you are very patient. You will
find that the work of the Congress at this time is a classic example of
what we call nonplanned activity. Most of our colleagues find them-
selves today in the Senate on a piece of legislation or in another
«committee.

We welcome here four distinguished private economists and I think
we will save a good deal of time if I just let you get right at it. I
‘will give.my opening statement at this point.

This morning it is my pleasure to welcome four distinguished pri-

vate economists who have been -invited to discuss the economic out-
look with us.
. Previous sessions in this series of hearings have been limited to
-official administration spokesmen. Their counsel to us can be summed
up in the phrase: “do nothing.” They agree that it would be nice to
‘bring unemployment down faster than they project. They agree that
it would be nice to haveless inflation. Mr. Greenspan spoke, very sin-
-cerely and eloquently. Yet neither he, nor any of our administration
+witnesses, had any suggestions for doing much about it. _

The administration fears that any strong action to promote faster
recovery would touch off a boom which would lead in turn to bust.
My own feeling is that the administration is having the wrong night-
mare. In the first place. with as much unutilized labor and capital as
is presently available, I fail to see why a boom would be such a bad
tthing. In the second place the possibilities of a boom occurring are, to
put it mildly, remote. The dangers of overstimulating the economy
seem to me to be quite minimal, indeed, virtually nonexistent Dr.
Burns has just lowered-his targets for monetary growth. No danger
:of overstimulus from that quarter. The President has recommended
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a highly restrictive budget. Congress may enlarge it somewhat, but I
see no indication that Congress is leaning toward excessive spending
which would overstimulate the economy. Quite the contrary.

My own nightmare is a different one. My fear is that the recovery
is weak and fragile, weaker than we have recognized or admitted.
In my nightmares we allow a sluggish pattern of economic perform-
ance to continue, unemployment to remain high, above 8 percent, in-
flation to persist at 6 or 7 percent. This is the danger against which
we must guard, as I see it.

Having been advised by the administration to do nothing about
anything. I look forward with interest to the statements we will hear
this morning. Will the academic and the financial community also
advise us to do nothing? Or will you present us with some policy
options, which we can consider as alternatives to the present passive
stance of the administration? Needless to say, I am hoping that we
will hear some alternatives proposed. I do not think my hopes will be
disappointed.

I have expressed on other occasions my own fear that the recovery,
which is much heralded in these days, is weak and fragile. I tend to
believe, even though I am a born optimist, that it may be slightly
weaker than we have recognized or admitted, particularly when we
see a sluggish pattern of economic performance continuing with un-
employment remaining high, and inflation persisting at 6 or 7 per-
cent. These obviously are warning signs for us.

We are privileged to have four economists with us this morning
as our witnesses: Mr. Gardner Ackley, Professor of Economics at the
University of Michigan and I need not point out you are the former
chairman of the Council of Economic Advisers, and that of course,
makes you a special witness. We also have Mr. Glenn Burress, of the
University of Texas. We have Robert Nathan, who is appearing here
this morning as Chairman of the Council on National Priorities and
Resources. ‘

Finally, we have Robert Parks, of the Advest Institutional Ad-
visory Service in New York. I ask each of you to proceed alphabeti-
cally.

Sg, Mr. Ackley, why don’t you start.

STATEMENT OF GARDNER ACKLEY, PROFESSOR OF ECONOMICS,
UNIVERSITY OF MICHIGAN

Mr. Ackrey. Thank you, Mr. Chairman. It is always an honor and
a pleasure too to appear before this distinguished committee particu-
larly so, Mr. Chairman, under your gavel.

I understand that this morning’s session is to deal with the outlook
for the economy——

Chairman Humprrey. Correct.

Mr, AckrEy. In relationship to economic policy, and I am going
to confine my discussion pretty largely to that, I do have a prepared
statement, which I assume will be put in the record

Chairman Humrarey. Of course. Your prepared statement as well
as any other material you present will be printed in full in the
record.

Mr. Ackirey. Fine, thank you. I will read just a few paragraphs
of it to save time. For those who have a copy before them, I will-
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summarize several pages, which indicate that, in my view, at least,
the Council is basically more optimistic about the outlook for the
economy, given the fiscal policies which are recommended in the Pres-
ident’s budget, his tax proposals. _

Chairman HumparEY. When you say the Council, you mean the
Council of Economic Advisers?

Mr. Ackrey. The Council of Economic Advisers.

Chairman HumpHREY. Yes.

Mr. AckiLey. My own view is that if we accept the fiscal assump-
tions that are built into the President’s economic programs, the rise
in gross national product in 1976 would be somewhat lower, the un-
employment rate rather higher than the Council has forecast. Now,
I don’t want to exaggerate the difference, at least as far as 1976 is
concerned. Most of the forecasts that are made by economists these
days are in the same ballpark as the CEA forecasts. We all foresee a
gradual recovery, sufficient slowly to reduce the unemployment rate
in 1976 and early 1977. Almost no one sees an incipient boom nor an
early slide into a recession. While neither possibility can ever be ab-
solutely excluded, I don’t believe that we ought to worry about either
one occurring this year.

Likewise, the prevailing opinion is clearly that there will be a
continued moderation in the inflation rate in 1976 and into 1977 ;
moderation at least by the standards of recent years. The principal
problems, Mr. Chairman, that I have with the Council’s forecasts are.
not so much for 1976 as they are for 1977 and beyond.

The Economic Report tells us very little about the Council’s rea-
soning concerning 1977. Nevertheless, we can infer from what is said
in the report that the relatively optimistic forecast for 1977, with a.
growth rate of real GNP of 5.7 percent, can only depend on the as-
sumption of a truly spectacular boom in business investment.

Chairman Humparey. Now, there isn’t much indication that that
is going to take place, is there?

Mr. Ackrry. I have some doubts about the Council’s forecasts for
1976 in this respect : It seems to me this perhaps is the area in which
the Council’s forecast is appreciably more optimistic than most
others. with an 8 percent growth in business investment in 1976 over
1975. But in order to justify, in order to validate a forecast of 5.7
percent growth in real GNP in 1977, my statement traces out the
reasoning by which I have to conclude that this must rest on a further
substantial acceleration of business fixed investment in 1977. And I
just don’t see the basis for that. Indeed, I’m not sure I see the basis
for the 8 percent forecast for 1976.

The conclusion of all of this is that only a fiscal policy which either
would allow some appreciable growth in real Government expendi-
tures or which involved tax rates and transfer payments designed to
afford a faster growth of consumer spending could provide reason-
able assurance that steady recovery will continue through 1977 at a
rate fast enough to keep the unemployment rate headed downward.
There is another way to summarive this conclusion. As the official
estimates of the budget show, the Federal “full-employment” budget
surplus is expected to increase by $19 billion between fiscal years
1976 and 1977. As one tries to interpolate the quarterly or half-year
pattern of this surplus, my guess is the decline from early 1976 to
1977 would be considerably sharper than this. The change in the full
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employment surplus is not a perfect measure of the economic impact
of the budget. As we all know though, it is the best simple measure-
ment we have.

Some decline in full employment deficit is surely appropriate as the
cumulative forces of recovery replace the cumulative forces of reces-
sion. And as the economy approaches full employment, we should
plan to move into a full employment surplus.

But a turnaround as fast and drastic as now proposed, Mr. Chair-
man, could very well thwart the recovery: Either slow it down to a
point that no further employment would occur in the unemployment
rate or at some point, Mr. Chairman, trip off a new recession.

There was one final point I wanted to make, Mr. Chairman, even
though it may not properly be on today’s agenda because it deals
not with the outlook but the appropriate goals for public policy. My
point is simply that even if the Council’s forecasts could be counted
on as correct, I would personally not find acceptable the state of af-
fairs which it describes. To me, the human, social, and political costs
of prolonged unemployment at the rates forecast by the Council are
simply intolerable. Even if the President’s proposed fiscal policy
were sufficiently stimulative to support the recovery forecast it would
still be too restrictive a policy.

Now the Council and the President say they, too, regret long con-
tinued high unemployment, but there is really no choice. They say
that any effort to speed the recovery beyond the cautious rate which
they forecast would be self-defeating. They say it would merely reig-
nite inflation, and this would so frighten people that real private
spending would dry up as fast as government spending or disposable
income increased. This is a newly popular doctrine recently defined
by Arthur Burns, and now it has been seized upon by the White
House to defend its cautious policies.

One can imagine that such an outcome might possibly occur. But
simply because it can be imagined doesn’t make it-plausible or prob-
able. As a matter of fact, a statement of this document, as though it
were a proven fact or as though there had even been any extensive
theoretical or empirical analysis to support it, is in my view simply
fraudulent economics.

My own view, for what it is worth, is that a somewhat more stimu-
lative fiscal policy and a consequent somewhat faster recovery toward
tolerable levels of production and unemployment would involve,
over the next year and a half, negligible costs in terms of increased
inflation.

In my view the effects of a more visible progress toward resolving
our dismal economic problems would strengthen rather than weaken
business and consumer confidence and willingness to spend.

Perhaps I could ask to have put in the record some comments I
recently made on this subject at the Michigan outlook conference.

Chairman Humprrey. Without objection this will be done at the
end of your commentary.

Mr. Ackrey. Thank you. Those of us who support a less austere
fiscal policy are not proposing any “quick-fix” or “make-work” gov-
ernment jobs. We are proposing a continued public incentive which
will support mainly a faster growth in private jobs, for the produc-
tion of useful goods and services which the private sector, enjoying
more rapidly rising real incomes, would purchase either for consump-
tion or investment for planned future increases of production.
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The administration’s view seems to me to be that if we merely
assure the availability of enough idle resources which could be used
for private investment and provide some extra financial incentives,
private investment will automatically expand to fill whatever gap
there is. After what business has been through in recent years, I sug-
gest that a somewhat stronger and more sustained growth in markets
1s necessary to assure that private investment will enjoy the strong
and durable recovery which we all want.

Chairman HumpHREY. Mr. Ackley, we appreciate your statement.
Your prepared statement and the text of the speech referred to will
be included in the hearing record.

I know Senator Javits has made some notes, and I have. We will
come back and quiz you a bit on a couple of your observations. Thank
you.

[The prepared statement of Mr. Ackley, together with the speech
referred to follow :]

PREPARED STATEMENT OF GARDNER ACKLEY

I understand that this morning’s session of the Hearings is to be devoted
primarily to the economic outlook, and its relationship to government economic.
policies. In this brief initial statement, I shall therefore confine my attention
to these matters, with special reference to their discussion in the Economie
Report of the President and the accompanying Annual Report of the Council
of Economic Advisers.

Living as I now do in the distant province of Michigan, I received neither the
1977 Budget nor the 1976 Economic Report in time to have prepared my own
full-fledged, independent forecast of GNP and the inflation rate on a basis
consistent with the fiscal policies proposed in those documents. For me to have
done so would, in any case, have been almost impossible this year because of the
extensive revisions concurrently made in our national accounting system and
in the data for recent years, the details of which are still not generally avail-
able outside of Washington. Thus, while I can and will comment on the Coun-
cil's forecast, I cannot provide a detailed alternative forecast, constructed “from
scratch,” and reflecting the President’s proposed policies, as the Council’s fore-
cast presumably does.

Essentially, we can summarize the Council’s forecast in terms of three cru-
cial figures: the growth rate of real GNP; the level of unemployment; and
the rate of inflation. Between calendar years 19756 and 1976, real GNP is ex-
pected to grow by 6.29, slowing only to 5.79% in 1977. As a consequence, the
unemployment rate is seen to decline from 8.59, in 1975, to 7.79 this year, and
to 6.9% in 1977. Inflation (as measured by the GNP deflator) is forecast at
5.99% in 1976, rising to 6.29, in 1977. (I have not found the 1977 forecasts in
the Economic Report, but they appear on page 25 of the Budget.)

My own latest forecast, made last December, saw a growth of real GNP of
6.0% from 1975 to 1976, an unemployment rate of 7.99; for this year, and a
6.49, rise in the GNP deflator. The differences from the Council’s forecasts for
1976 are relatively minor, though on all counts, I was slightly less optimistic.
Although I do not systematically collect the forecasts of others, my impression
is that most other forecasters have also been somewhat less optimistic than
the Council. That is certainly the case for the forecasts most recently reported
to the American Statistical Association or to Philadelphia columnist J. A.
Livingston.

This seems to be true as well for the forecasts produced by the large macro-
econometric models. For example, the most recent forecast of my colleagues at
the University of Michigan, Professors S.. Hymans and H. Shapiro, using the
Michigan Econometric Model, calls for a 5.99 increase in real GNP in 1976
(compared with the Council’s 6.29;), slowing to a 5.09% rate in the first half
of 1977. Unemployment in the Michigan forecast falls gradually to 7.29, in
the second quarter of 1977, 0.29, above the apparent Council forecast for that
quarter. The year-over-year inflation rate for 1976 is forecast by the Michigan
Model at 5.99% in the GNP deflator—exactly the same as CEA’s—with the
Michigan inflation rate falling in 1977 as the CEA’s rises slightly. I understand
that the still more recent forecast of the Wharton Model is not very different
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from these figures, and thus also less optimistic—at least on GNP and unem-
ployment—than the Council.

. Now, an important problem in interpreting comparisons like these I have
just made arises from the fact that any respectable forecast has to be based
upon its author’s best assumptions regarding government fiscal policy; and in
making their recent forecasts, the various forecasters may have assumed either
a less or a more stimulative fiscal policy than the President now proposes. For
example, I know that my own forecast assumed an appreciably larger FY 1977
budget than the President has proposed, and somewhat different tax
assumptions.

The detailed fiscal assumptions of the Michigan Model forecast include a
FY 1976 budget total identical to the Council’s, but a FY 1977 budget about
$13 billion higher than CEA’s—and, in both years, distinetly richer in pur-
chases of goods and services, where it counts the most. On the other hand, after
July 1, 1976, the Michigan assumption was probably for somewhat higher tax
rates than the President has proposed. My hunch is that the Michigan forecast,
if altered to insert the President’s budget and tax recommendations, would
still remain appreciably below the Council’s. But until the model is refitted to
the new GNP data, and rerun using the President’s proposed budget and tax
rates, it is impossible to make any definitive comparison.

I think that I have seen both Otto Eckstein and Arthur Okun (whom I
regard as among the very best forecasters in the business) quoted as saying
that their own latest forecasts were quite close to the Council’s but assumed
a more stimulative fiscal policy.

thus, I believe that the Council is somewhat more optimistic about the
outlook than most forecasters outside the government—myself included. Given
the same fiscal assumptions, most of us would put the percentage gain in real
GNP in 1976 a bit lower, and the unemployment rate a bit higher, than has the
Courcil. On the other hand, I don’t want to exaggerate the difference—at least
so far as 1976 is concerned. Most of our forecasts are in the same ball park
as the Councils: we foresee a gradual recovery, sufficient slowly to reduce the
unemployment rate in 1976 and into early 1977. Almost no one sees an incipient
boom, por an early slide into a new recession., While neither possibility can
ever be absolutely excluded, I don’t believe that we should worry about either
one occurring this year. Likewise, the prevailing opinion is clearly that there
will be continued moderation in the inflation rate in 1976 and into 1977—
“moderation” at least by the standards of recent years. That is also my view.

The primary problems which I personally have with the Council’'s forecast
are not so much for 1976, as they are for 1977 and beyond. The Economic Report
gives very few hints about the Council’s reasoning concerning 1977. But we can
draw some clear inferences. One is that the Council expects the rate of ex-
pansion of real final demand to be appreciably higher in 1977 than in 1976.
This follows directly from two statements in the Report: first, that almost 1%
percentage points of the 6.29, real GNP growth from 1975 to 1976 reflects the
swing in inventory accumulation, which implies a projected growth of real
final demand in 1976 of about 4.7 or 4.89%; second, the Council says that, after
mid-1976, the growth of final demand and of inventories will be approximately
equal (which seems plausible enough). Since the growth of real GNP is fore-
case by the Council at 5.79% from 1976 to 1977, this implies a forecast of growth
of final demand in 1977 also close to 5.7%—a full percentage point greater than
its projected 1975-t0-1976 expansion of final demand.

The only basis I can see for such a forecast is a truly spectacular expected
boom in business investment. Certainly, the expansion of no other significant
component of real final demand can be expected to accelerate between 1976
and 1977. Surely not real residential construction, after the 30 percent expan-
sion forecast by the Council for 1976. The Council also explicitly assumes the
same less-than-39%-a-year growth of real State and local government purchases
in both 1976 and 1977. Real Federal government purchases are expected to rise
only 19 in 1976, and surely by no more than that in 1977. And whatever hap-
pens to net exports cannot make a great deal of difference. :

This leaves only consumer purchases and business fixed investment. This
year—i.e., between 1975 and 1976—the Council expects real consumer purchases
to rise by 6%, nearly as fast as real GNP. This is supposed to occur despite a
projected growth of only 5% in real disposable income (even with the 1976
tax cuts); it stems, rather, from an assumed drop of about 1 percentage
point in the saving rate. I do not find that unreasonable. :

“For 1977, however, the rise in disposable income relative to the rise in GNP
will probably slow down further than in 1976, since, after 1976, further net
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tax reduction is trivial or even nonexistent; moreover, the growth of transfer
payments must decelerate materially in 1977 under the President’s plans. The
only way in which real consumption could again in 1977 grow even nearly as
fast as real GNP would be for a further sharp decline to occur in the saving
rate. While this cannot be excluded, I doubt that we have any reason to count
on it.

This leaves a sharp acceleration in the growth of business fixed investment
as the only remaining source for the Council’s projection of a faster growth of
real final demand in 1977 than in 1976. But is that really plausible?

Many economists will be somewhat skeptical about the Council’s forecast of
an 89 growth of real business fixed investment between 1975 and 1976. (This
is probably the main respect in which the Council’s forecast for 1976 is stronger
than others’.) Surely, so strong a growth is not suggested by recent surveys
of investment intentions, by the recent behavior of durable-goods orders
and nonresidential construction contracts, nor by current and expected rates
of capacity utilization. On the other hangd, the first year of recovery always
brings a surge of corporate profits, which has already begun; moreover, corpo-
rate tax rates are to be reduced and other incentives to investment are pro-
posed, which add to corporate profits and cash flow. Some short lead-time in-
vestment items, that were merely deferred during the recession, may be quickly
reinstated once it is clearly over. Further, as Table 1 on page 26 of the Coun-
cil’s Report shows, rather high rates of growth of real fixed investment are
typical of the first full year of recovery from previous recessions.

The table which appears below reproduces in column (B) the data for
first-year growth rates of business fixed investment found in the Council’s
table. (I have changed the column headings somewhat in an attempt to make
the table a little easier to understand.) Clearly the Council’'s 7.99 growth for
1976 does not appear out of line with past experience.

However, in column (C) I have added the growth rates of business fixed
investment in the second year of each recovery (which would correspond to
1977). In only one previous recovery (that following the 1970 trough) was there
acceleration of growth in the second year of recovery, and that from a low
first-year rate. In order to support the Council’'s optimism regarding both 1976
and 1977. I have shown that a substantial acceleration from the high 7.99,
first-year growth rate of business investment is required. I see nothing in the
proposed policies, nor in previous ecyclical experience, to expect it.

My conclusion is that onily a fiscal policy which either allows some appreci-
able growth in real government purchases, and/or which involves tax rates
and transfer payments designed to support a faster growth of consumer spend-
ing, can provide reasonable assurance that steady recovery will continue through
1977, at a rate fast enough to keep the unemployment rate headed downward.

There is another, and simpler, way to summarize this conclusion. As the
official estimates in the Budget show, the Federal “full-employment” budget
surplus is expected to increase by $19 billion between fiscal years 1976 and
1977, from a deficit of $16 billion in the former year to a surplus of $3 billion
in the latter year. If one tries to interpolate the quarterly or half-year pattern
of this surplus, my guess is that the decline from early 1976 through 1977
would be considerably sharper. The change in the full-employment surplus is
not a perfect measure of the economic impact of the budget; but it is the best
simple measure that we have.

GROWTH RATES OF REAL BUSINESS FIXED INVESTMENT IN RECOVERY PERIODS, 1955-77

Annual growth rate of real business fixed
investment from half year following cyclical
trough (percent)

. From corresponding
To corresponding period lgr fater to

Quarter of cyclical trough ' period 1 yr later yrs later
®w T ' , ® ©
15.3 1.7
10.8 4.4
9.8 3.2
6.0 13.9
17.9 ?

1 CEA forecast,



202

Surely, some decline in the full-employment deficit is appropriate as the
cumulative forces of recovery replace the cumulative forces of recession. And,
as the economy approaches full employment, we should plan to move into a
full-employment surplus. But a turn-around as fast and as drastic as now pro-
posed could well abort the recovery—either slow it down to the point that no
further improvement would occur in the unemployment rate, or, at some point,
trip off a new recession.

There is one final point which I must make—even though it may not properly
be part of today’'s agenda, for it deals not with the outlook buf with the
appropriate goals for public policy.

My point is this: even if the Council’s forecast could be counted upon as
correct, I personnally would not find acceptable the state of affairs which it
describes. To me, the human, social, and political costs of prolonged unemploy-
ment at the rates forecast by the Council are simply intolerable. Even if the
President’s proposed fiscal policy were sufficiently stimulative to support the
Council’s recovery forecast, it would still be too restrictive a policy.

Of course, the Council—and the President—say that they greatly regret long-
continued high unemployment. But there is really no choice. Any effort to speed
recovery beyond the cautious rate which they forecast would be self-defeating:
it would merely reignite inflation; and this would so frighten people that real
private spending would dry up as fast as government spending or disposable
income increased.

This is a newly popular doctrine, recently pioneered by Arthur Burns, and
now seized on by the White House to defend its cautious policies. One can
imagine that such an outcome might conceivably occur. But because it can be
imagined does not make it probable, or even plausible. Its matter-of-fact state-
ment, as though it were a proven fact—or as though there had even been any
extensive theoretical or empirical analysis to support it—is simply fraudulent
economics. My own view is that a somewhat more stimulative fiscal policy
and a consequent somewhat faster recovery toward tolerable levels of pro-
duction and unemployment would involve—over the next year and a half—
negligible costs in increased inflation. And, in my view, the effects of more
visible progress toward resolving our dismal economic problems would strength-
en rather than weaken business and consumer confidence, and willingness to
spend. Perhaps I could ask at this point to have put in the record some com-
ments I recently made on this and related subjects at the recent Michigan
Economic Outlook Conference.

Those of us who support a less austere fiscal policy are not proposing a
“quick-fix” of “make-work government jobs.” We are proposing a continuing
public stimulus which will support mainly a faster growth of private jobs—
in the production of useful goods and services which the private sector, enjoy-
ing more rapidly rising incomes, would purchase either for consumption or for
investment to expand future production.

The Administration view seems to be that if we merely assure the avail-
ability of enough idle resources which could be used for private investment,
and provide some extra financial incentives, private investment will auto-
matically expand to fill the gap. After what business has been through in
recent years, I suggest that a somewhat stronger and more sustained growth
of markets is necessary to assure that private investment will enjoy the
strong and durable recovery which we all want,

1{Speech before the 26th Annual Economic Outlook Conference, University of
Michigan, December 12, 1975]

SOME OBSERVATIONS ON THE 1976 OUTLOOK AND ITs IMPLICATIONS
(By Gardner Ackley)

_ The forecast presented earlier by Professors Hymans and Shapiro, based
on the Michigan Econometric Model, envisages an expansion of real GNP over
the next year rather more sluggish than has been typical of earlier postwar
recoveries. Although I might offer a few specific comments regarding certain
aspects of this forecast, they would not, on balance, contribute to a distinetly
different view of the overall outlook for GNP expansion. Nor do I disagree
with the general order of magnitude of the inflation forecast, although I
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might prefer to describe it by a range of 4 to 8 percent rather than any single
value. .

However, since I do not have a substantially different view of the gemeral
character of the outlook, it is probably more useful if I use my time for some
rather more personal comments on what I see as some implications of this out-
look for economic policy.

The Michigan Model forecast calls for an unemployment rate a year from
now of 7.6 percent. The most optimistic serious forecast I have seen gets the
rate down to 714 percent by then, and government spokesmen mention 7 percent
as their year-end expectation. No matter. Any one of these would involve an
unemployment rate which after 11 years of recovery still exceeded the high-
est quarterly unemployment rate experienced at any time since 1941.

The fact that we are facing so miserable an economic prospect means only
one thing to me—that our recent and current national economic policy must
be judged a failure. And I see no significant prospect of coherent political
leadership—in either party—nor of public support, for any major change of
policy which might significantly alter the outlook for continuing massive unem-
ployment. Rather, most of us seem to be contemplating with relative com-
placency the prospect that millions of our fellow citizens—able and anxious to
provide for their own livelihoods, and, incidentally, contribute to the prosperity
of the rest of us—will continue for some time to bear economic deprivation
and/or the psychological wounds of demeaning handouts.

If, as some glibly assert, it will be 1980 before the unemployment rate gets
down even to 5 percent, several million of the young workers who will enter
the labor force in this half-decade will bear permanent psychological secars.
Add these to the scars remaining from Vietnam, and one can well worry about
the future social and political stability and coherence of our nation. I may add
that a prolonged period of slack economy and slow growth also offer little
promise of generating the vast investment for future growth that is being so
widely called for today.

One common response to the evident bankruptey of our national economic
policy is for us to tell each other that things are really not so bad. It’s just
that the standards we have previously been using for judging our economic
performance were unrealistic. One recent form which this takes is to say that
we really shouldn’t look at unemployment as a percentage of the labor force,
but at employment as a percentage of the adult population. This latter rate
has declined very little during the recession. What this view tells us is that
we should ignore the fact that demographic, economic, and social changes now
place a larger fraction of our population in the position of being capable and
desirous of contributing to their own and their families’ support. Send the
wives, freed from drudgery by the products of modern industry, and wanting
jobs, back to their kitchens and nurseries; tell the high school graduates and
drop-outs, who say that they want jobs, to relax and enjoy life on the street
corners: after all, the percentage of the adult population at work today equals
the average percentage over the entire period since 1948, and that should be
good enough.

I happen to disagree rather substantially with some of Arthur Burns’ views
on économic policy; but I admire him (among other reasons) because he, at
least, is not willing to accept the prospect of continued unprecedented unem-
ployment. Although he rejects more stimulative fiscal and monetary policies,
he does continue to state that the appropriate and urgent target of public
poliey is to eliminate all involuntary unemployment, even to the point of mak-
ing government the employer of last resort—although with a Constitutional
Amendment (yes, really!) to assure that the pay for such jobs would never
become attractive,

A perhaps more widespread response to the prospect that massive unem-
ployment will continue for some time is mot to say that this really doesn’t
matter, but rather that—because of inflation—we obviously cannot afford to use
the standard tools of stimulative monetary and fiscal policy on which we once
thought we could rely to achieve and maintain full employment. This response
raises many complex issues both of economic analysis and of policy, which I
shall not be able to develop fully here, although I regard them as among the
most vital questions which face our society in the 1970’s. But let me very
briefly summarize my own views on the relationship between unemployment
and inflation, and their implications for today’s economic policies.

Pirst, anyone who is familiar with my views knows that I have never
accepted the opinion, widely held in the 1960’s, that all that is necessary to

74-582—76—pt. 1——14
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avoid inflation is to manage aggregate demand in such fashion that it never
crowds too close to the aggregate productive capacity of our economy: i.e., so
to apply fiscal and monetary policies that the unemployment rate never goes
or long stays below some minimum safe level—which once was thought to be
4 percent, and maybe translates to 5 percent today, given the present composi-
tion of our labor force. Avoiding excessive pressure on productive resources
is not, in my view, a sufficient condition for avoiding inflation—although it
surely is a necessary one. And I never believed the obverse of the standard
position either—namely, that a rate of unemployment even considerably higher
than the minimum safe rate will gquickly or effectively eliminate or even
sharply reduce an inflation already in being. I have always stressed the view
that inflation, however initiated, acquires a life of its own, which is highly
resistant to deflationary demand-management policies. Surely, the experience
of 196971, and even more so, that of 1973-75, provide strong evidence in support
of this position.

" My analysis thus denies that acceptance of the costs of high unemployment
will, sooner or later, buy us victory over inflation. While I do not reject the
possibility of some very modest tradeoff between unemployment and inflation
at rates of unemployment above the minimum safe level, this tradeoff seems
to me so slight at current levels of unemployment that I do not see how any-
one with any conscience at all can accept its present terms.

I recognize, of course, that our recent experience with inflation has been
very traumatic for everyone, Even so, we need to assess the costs of inflation
rationally. Too many accept without examination the view that inflation is so
damaging that no price is too high to reduce it. But economists are trained to
reject all such absolute judgments. Looking realistically at the costs of infla-
tion, certainly of inflation in the 4 to 8 percent range, I find them far less than
the costs of continued massive unemployment. I conclude, therefore, that we
should alter our fiscal and monetary policies in such a way as to reduce the
latter substantially in return for a possible slight increase in the former.

However, if others conclude that the costs of the slight extra inflation that
might be the byproduct of a substantial reduction of unemployment are even
more intolerable than the costs of that unemployment, then they surely must
consider the possibility of supplementing more expansionary demand manage-
ment policies by other policies which would permit us to reduce simultaneously
the costs of both inflation and unemployment. I refer, of course, to the whole
range of possible policies from direct controls through incomes policies, across
the whole gamut of manpower and public employment policies, and through a
long list of pro-competitive policies designed to increase the flexibility of wages
and prices, and their stabilization through free-market competition. Again,
it is to the credit of Arthur Burns that he continues to remind us of these other
options.

But we are not facing up to these choices; we sit helplessly paralyzed by
the memory of the double-digit inflation of 1974, failing to recognize that its
causes were almost entirely independent of the level of employment or unem-
ployment.

I have reserved for last a very recent view—most forcefully expressed by
Arthur Burns—that even if we wanted to use them, monetary and fiscal
policies no longer will work to reduce unemployment because they create self-
defeating expectations. Any move toward greater fiscal or monetary stimulus,
he says, in today’s climate creates expectations of further inflation which will
depress business and consumer spending by as much as the stimulus tends to
increase them. '

One cannot deny the possibility that Burns could be correct. Surely, I
believe that attitudes and expectations do significantly influence spending de-
cisions; and that such attitudes are influenced by perceptions of public eco-
nomic policies. However,' I would immediately add that, if Chairman Burns
were correct, the acute public sensitivity which he fears must in part be blamed
on those government officials who regularly and indiscriminately attack what
they choose to call the “crazy government spending” and the “horrendous
deficits” generated by the very government they serve; and, as well, on the
monetarists in my profession who cry inflation whenever the weekly rate of
increase of the money exceeds their private norms.

If the Burns proposition were correct, it ‘should have prevented the tax
rebates of last May from creating a surge of consumer spending—but it
didn’t., We need, of course, to ook for unusnal residuals or displacements in
the consumption and investment equations of standard econometric models



at times when economic policy changes were announced; and to study, as well,
the evidence from psychological survey data. But until it is proved otherwise,
I cannot believe that the bulk of the public pay that much attention to specific
policy changes. People may be (and apparently are) depressed by the general
posture of recent and current government economic policy—as I am, although
perhaps for different reasons—and this might affect their spending decisions.
But I strongly doubt that there is any built-in, self-defeating offset to specific
moves which the government might make—and in my opinion should make—to
‘reduce unemployment more rapidly than the forecasts for 1976 and 1977 now
project.

Chairman HumrarEY. Now, let’s proceed to Mr. Nathan.

STATEMENT OF ROBERT R. NATHAN, CHAIRMAN, COUNCIL ON
NATIONAL PRIORITIES AND RESOURCES

Mr. Nataan. Thank you very much, Mr. Chairman.

Recognizing that my prepared statement as formally presented will
be placed in the record. I would like to summarize.

Chairman Humerrey. Yes, at this time, if you please.

Mr. Natuan. First of all, I agree with Gardner Ackley that the
figures and the policies don’t seem to fit very well and the only way
that the growth rates, as modest as I regard them, as set forth in the
Economic Report, Mr. Chairman, will %e achieved, will be a rise in
private plant equipment expenditures and other private outlays
which are not in the cards now and which in my judgment are not
likely to be achieved because of the cautious fiscal policies that are
implicit in the picture. So that in many ways I think that, that which
is assumed, is made more unlikely by the very policies which are be-
ing pursued.

Second, I think the most serious problem of all stems from the
.continued philosophy of pursuing the forces of inflation through un-
employment. On that score I think we should give to Allen Green-
span and to the President and the Budget Bureau a mark of “A” for
being fairly forthright in this respect, that is, to let unemployment
be the answer to inflation. I think 1t may deserve an “A” in terms of
being reaonably explicit; but I think it deserves a “D-minus” in terms
.of what it does for the country. Because every element in this very,
fine tuning that one reads page by page and paragraph by paragraph
in the Economic Report keeps saying over and over and over again
that we ought to have some recovery but not much. In other words,
it should be very slow, because otherwise we are likely to have infla-
tion.

. And I believe in looking at the outlook, Mr. Chairman, we ought to
take a hard look at this picture. And let me start by saying in my
judgment inflation continues to be a very serious problem. And I
-don’t think we ought to put it under the rug and ignore inflation ; but
I don’t think the answer lies in fighting inflation with unemployment.

Now, let me just deal with the policies which in my judgment, Mr.
Chairman, and members of the committee will influence what the out-
lock is in 1976 and 1977. An outlook doesn’t mean anything unless
there is implicit in that outlook policy assumptions that are spelled
out. If we do follow the program that is set forth by the President
in the budget and in the Economic Report and in his statement to the
Congress 1t is quite clear that what we are going to have is a very
soft and what %regard as a sick economy. for some years to come. I
believe there is just as much likelihood of worsening inflation, as-
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suming nothing directly is done about inflation, by this kind of a soft
economy and soft recovery as there is by a more vigorous, but not
excessive, recovery.

Basically, the inflation we have had has not been attributable to ex-
cess demand. And if we are going to try to fight inflation by keeping
demand constrained or held way down, there is a serious doubt
whether we are going to solve the problem of inflation. '

As far as the bndget. itself is concerned, T would like to state that
this budget trulv has limited fiscal stimulation especially starting in
the middle of 1976. If one were to achieve the cut in expenditures that
the President is proposing, this would be a very deterring element in
terms of future recovery prospects.

On the other hand, the suegestion there would be substantial
further tax cuts to match the $28 billion expenditure cut, is greatlv
exaggerated, because the amount of tax cuts that will continue, if
there is no further chanee, will be sizable. And proposed further cuts
will be relatively insignificant. So what the Ford program is to really
take an awful lot of the stimulation out of the Federal fiscal picture
by pnrsning the President’s restructive policy on the expenditure side
and slight expansionist efforts through further tax cuts which are go-
ineo to be very, very small.

In other words, the “add-on” in terms of stimulation from the tax
side of the picture is going to be guite small starting in the middle
of 1976 but the reduction associated with the expenditure side, Mr.
Chairman, is going to be very sizable. And this I think would make
the last half of 1976 rather dubious in terms of economic outlook but
into 1977 it would raise very, very serious doubts in my mind. T savy
that because I just don’t think private investment and private spend-
ing will just bounece up unless there is some basic reason for it.

Now. let me just turn to what the policy approaches ought to be. In
mv ijudgment. when you have 8.3 percent unemployment, when the
GNP gap in the last quarter of 1975 in current prices was $214 bil-
lion, I think that the administration’s failure to be deeply concerned
about any sizable increase in the gross national product much in ex-
cess of normal growth. Mr. Chairman, represents a degree of failure
of the economy or of the marketplace that we ought to face up to.
And I think this resort to slow growth is a key element in the picture
of a wrong attack in inflation.

Tt is not that we don’t have needs: We have desperate needs in the
public and private sectors. We have desperate needs in the environ-
mental field and in water supplies, in recreation, certainly in energy,
certainly in transit, certainly in our urban problems. And to say we
should ignore those needs, Mr. Chairman, in my judgment is a regret-
able waste of the potentials in this country and of failure to fulfill
our objectives of high levels of unemployment and production.

Now, what did the President say in Michigan the other day? He
said that we don’t want to have the public jobs. Now., I admit a lot
of public jobs will not be as productive as private jobs. But the al-
ternative is not now public or private jobs.

As vou see in the President’s own budget, Mr. Chairman, there will
be either some public jobs or no jobs at all for a lot of these people.
That is the alternative. And I think that what we must do is move
toward private jobs and incentives and stimulate aggregate demands
to provide all kinds of jobs.
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Now, let me turn to a couple of figures and then deal a moment
with inflation. What we have in the present budget and the foresee-
able budgets are huge deficits. But these deficits by and large are not
expansionist deficits. These deficits by and large are recession deficits.
Except for the tax cut last year and the automatic increase and ex-
tension of unemployment compensation, Mr. Chairman, by and large
the deficits we are suffering are of unprecedented peace time magni-
tudes and are practically wholly attributable to recessions. I repeat,
these are not spending deficits; they are recession deficits. And I think
it is important to know this because the over simplistic explanations
that come forth that our inflation is all attributable to deficit financ-
}ing, Mr. Chairman, loses its entire validity when one looks at the

gures.

Let me just note, Mr. Chairman, that from 1946 to 1968, for 22
years, our national debt went np $100 billion. From 1969 through
this year, we see a rise in Federal debt of $275 billion.

In other words, in 7 years we are going to have $275 billion versus
$100 billion in 22 earlier years. Now, I lg(now they are different dol-
lars, but this big increase in the debt has been primarily a result of
low economic activity primarily associated with the two recessions.
And I am convinced that if we can take aggressive expansionist fiscal
ventures now, that will get us back to full employment more
promptly and therefore we will have less of a rise in the national
debt and less of the huge deficits.

Having said this and having argued for expansion, I want to em-
phasize, Mr. Chairman and members of the committee, that I am not
talking about ignoring the inflation problem. As a matter of fact, 1
want to say I think inflation is one of the gravest malignant problems
that faces this country. What it does to the poor, what it does to the
fixed income groups, what it does to industry, what it does in the in-
ternational sphere, what it does in the state and local governments,
what it does to the public utilities, and housing are really tragic and
drastic. But the sad part of it is that we are not making great prog-
ress toward price stability. Few people realize that in recent months
the rate of inflation in this country is the worst in any peace time
period of the history in America, except for 1973-74. Had 1t not been
for a softening in farm prices, we wouldn’t have gained as much
ground on inflation as we have. And I don’t see the soft economy as
being the only solution. And we ought to move on this. We ought to
understand where our marketplace is not functioning effectively. T
would urge we set up another Temporary National Economic Com-
mittee and find out where the strengths and weaknesses are and find
.out what we ought to do to have a more vigorous dynamic competi-
tive economy. - '

T am in favor of getting rid of the recession, which holds up the
price-level and I am also in favor of pursuing an analysis and under-
standing as to why prices rise in the face of a very soft demand. I
understand that costs have gone up, but people have been able to get
away with price increase after price increase when capacity utiliza-
tion is down 50, 60, or 70 percent. We ought to understand more about
that. I think we have to attack inflation directly. This is a long sub-
ject. And I am not talking about across-the-board controls or freezes.
‘But when we have the President of the United States not saying one
single word of criticism, despite huge increases in prices, then I think
we have some real problems. Maybe jawboning alone won’t do it and
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maybe guidelines won’t do it alone. But a combination of efforts to-
make the market function more effective and direct intervention will
permit us to'move toward price stability without letting the economy’
go to pot.

Chairman Humprrey. T thought the Council of Economic Ad--
visers’ report was very negligent and derelict in this matter.

Mr. NaTuan. Totally.

Chairman Humprrey. It just sort of referred to the rates inflation
and indicated that it was better than it was and that they hoped it
would level off. But there is really no substantive discussion of the
causes except insofar as deficit financing is concerned. There is a
fixation on deficit financing and deficit financing causing inflation.

Senator Javrrs. Well, Mr. Nathan, I would like to add one other:
dimension to this while you are all speaking. And that is that the:
productivity—and that is that the fact is that wages and salaries have-
grown way ahead of the game too. And in a sense they cause even:
more economic dislocation because it is such a very big factor in con-
sumption. So I hope the liberal economists like yourself will discuss-
or emphasize the administered price structure instead of the ad--
ministered labor structure.

Mr. NatrAN. I think you have to look at the administered costs-
and you have to look at the whole picture to see why it is that we
have to resign ourselves to these kinds of levels of unemployment and’
idle resources. And the reason why, Mr. Chairman, you don’t find it
in the economic report is because they feel the only way to handle in-
flation is a soft economy. I have given you a chart, which I passed’
around, which indicates the nature of the gap of the gross national
product. And T just want to say if we pursue the policies here—and’
then T will finish up—if we pursue the proposed policies by the ad-
ministration, it will be 1978 before the gap in the GNP is down to-:
where it was at the worst time in the past—and this refers to the-
last 20 years—the worst time and not the best. In other words, until’
1978 we will have a gap—a loss of GNP in actual relative to poten-
tial—that will be bigger proportionately than at any time m the-:
depth of any recession in the last 20 years.

If you look at the President’s projections and the budget projec-
tions—the chart and table—you will find that back in 1958 during’
that recession, Mr. Chairman, the gap in the gross national product
approached nearly 8 percent.

Chairman HumpHREY. Yes.

Mr. NatHAN. And then in 1960-61, in that recession it was a little:
over 7 percent. But, it was over 14 percent in the second quarter of
1975. And in the fourth quarter it was about 1214 percent. But we-
will not get down to 8 percent or below 8 percent until 1979,

Chairman HumpHREY. I see your point.

Mr. NataaN. And all T am saying is never in the past quarter of
a century in a recession were we as low as 8 percent. Now, we are re-
signing ourselves to having the worse situations for 8 more years. I
just think this reflects a negative, defeatist, mismanagement policy-
that we can’t afford to go on with.

Chairman Humprrey. Thank you very much. It is very revealing-
testimony.

[The chart and table referred to, together with Mr. Nathan’s pre-
pared statement follow :] :
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ACTUAL AND POTENTIAL GROSS NATIONAL PRODUCT
[Billions of 1972 doliars; seasonally adjusted annual rate]

Gross national

Gross national product as

i product gap percent of

. Actual gross Potential gross (potential potentiaf gross
Period national product  national product Iess actual) national product
§91.3 584.6 —6.7 —1.15
§92.1 589.6 -2.5 —. 42
598.3 594.7 —-3.6 —.61
612.5 599.9 -12.6 -2.10
598.5 592.2 —6.3 ~1.06
622.2 605. 1 —17.1 —2.83
626.2 610.3 —15.9 =2.61
622.4 615.6 —6.8 -110
616.4 620.9 4.5 .12
621.8 613.0 -8.8 —1.44
608. 1 626.2 18.1 2.89
605. 6 €31.6 26.0 4.12
614.4 637.1 22.7 3.56
626.1 642.6 16.5 2.57
613.7 634.4 20.7 3.26
641.1 648.1 7.0 1.08
650.8 653.7 2.9 .44
660. 3 659.4 -.9 -. 14
667.0 665.1 -1.9 —-.29
654.8 656. 6 1.8 .27
664.1 670.9 6.8 1.01
667.5 €76.6 9.1 1.34
667.9 682.5 14.6 2.14
675.7 688. 5 12.7 1.84
668.8 679.6 10.8 1.59
680.4 694.3 13.9 2.00
680.9 700.3 19.4 2.77
685.6 706.4 20.8 2.94
676.7 712.5 35.8 5.02
680.9 703.4 22.5 3.20
663.4 718.6 55.2 7.68
668. 2 724.8 56.6 7.81
684.4 7311 46.7 6.39
702.1 731.4 35.3 479
679.5 728.0 48.5 6.66
710.7 743.8 33.1 4,45
726.3 750.2 23.9 3.19
718.6 756.7 38.1 5.04
726.2 763.2 37.0 4.85
720.4 753.5 331 4.39
740.7 769.8 29.1 3.78
738.9 776.5 3.6 4.84
735.7 783.2 47.5 6.06
731.9 789.9 58.0 7.34
736.8 779.9 43.1 5.53
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ACTUAL AND POTENTIAL GROSS NATIONAL PRODUCT—Continued

[Bitlions of 1972 doilars; Ily adjusted annual rate}
Gross national
Gross national product as
X product gap percent of
. _Actual gross Potential gross (potential potential gross
Period national product  national product less actual) national product

736.6 796.7 60.1 7.54
749.0 803.6 54.6 6.79
758.7 . 810.6 51.9 6.40
776.9 817.6 0.7 4,98
756.3 807.1 5.8 6.42
1 824.6 6.5 443
798.3 831.8 335 4.03
804.3 839.0 3.7 414
805.8 846.2 20.4 877
799.1 835.4 36.3 4.3
813.5 854.0 40.5 4
823.7 861.9 38.2 443
8699 1 3.58

846.9 877.9 310 3.53
830.7 865.9 35.2 4.07
8sl.1 886.0 24.9 2.81
872.0 894.2 2.2 248
880.5 902.5 22.0 244
883.9 910. 8 26.9 2,95
874.4 898. 4 740 2.67
903.0 919.3 16.3 1.77
916.4 927.8 1.4 1.23
932.3 936.3 40 43
952.0 945.9 -7.0 ~74
925.9 932.1 6.2 0.67
969.6 953.7 —15.9 —1.67
976.3 962.5 —~13.8 143
985.4 971.5 ~13.9 —1.43
980.4 124 ~12%

981.0 967.0 ~14.0 —1.45
994.4 989.5 —4.9 —0.50
1,001.3 998. 6 —27 -
1,013.6 1,007.9 —57 .57
1.021.5 L0172 —4.3 ~a2
1,007.7 1,003.3 —a.4 —0.44
1,031.4 1,026.6 —4.8 —0.47
1,048.4 1,036.1 —13.4 ~1.28
1,061.8 1,045.7 161 —1.54
1,064.7 1,055, 3 —9.4 83
1,051.8 1,040.9 —~10.9 ~1.05
1,074.8 1,065.7 9.1 —0.85
1,079.6 1,076.2 3.4 —32
1,083.4 1,086.8 3.4 231
1,077.5 1,097.6 20,1 1.83
1,078:8 1,081.6 2.8 0.26
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ACTUAL AND POTENTIAL GROSS NATIONAL PRODUCT—Continued

[Billions of 1972 dollars; lly adjusted annual rate]
Gross national
Gross national product as
. X product gap percent of
R Actual gross " Potential gross (potential potential gross
Period national product  nationat product less actual) national product

1,073.6 X 34.8 3.14

1 11976-81 from President’s budget p. 25-26.

SPECIAL NOTE ON POTENTIAL GNP

The following note has been provided by the Council of Economic Advisers
regarding potential GNP.

The idea of potential GNP has had a long history. Its measurement by the
Council of Economic Advisers was started in the Economic Report of the Coun-
cil in 1962. Since that time, it has been used as a standard with which to
evaluate the past and future behavior of the economy.
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_ Potential. GNP purports to measure what,the economy would produce:-if all
-of its resources were fully utilized given the technology and institutional ar-
rangements that have existed at the time. “Fully utilized” has never meant
the kind of utilization that would prevail, say, under wartime conditions but
rather the utilization that could be expected under conditions of reasonable
price stability. This has always been less than complete utilization. Under
ordinary circumstances, some unemployment is present because some workers
.are in the process of changing jobs; similarly, some old plants are idle because
market conditions do not permit them to operate profitably. In the past, this
.degree of utilization has been reflected in an overall unemployment rate of 4
percent. The rate of inflation associated with that degree of unemployment has
typically not been specified. Furthermore, motions of what constitutes reason-
.able price stability can vary over time.

Potential GNP is not something ordinarly observable, In practice, the Council
in 1962 made the judgment that the economy was operating at 100 percent of
potential in mid-1955. Since that time potential GNP has been estimated to
grow at differing annual rates, as follows: 3.5 percent from the first quarter
.of 1952 to the fourth quarter of 1962, 8.75 percent from the fourth quarter of
1962 to the fourth quarter of 1968, 4 percent from the fourth quarter of 1968
-to the fourth quarter of 1975. The Council estimates that from the end of 1968
‘to that of 1975, the average annual growth rate of potential GNP reflected a
rise of 2.15 percent in the potential labor force, a 0.35 percent decline in annual
Thours of work, and a 2.2 percent rise in output per manhour at potential.

PREPARED STATEMENT OF ROBERT R. NATHAN

Mr. Chairman and members of the Joint Economic Committee, my name is
Robert R. Nathan and I appear today as Chairman of the Council on National
Priorities and Resources. I welcome the opportunity to discuss with you the
President’s proposed budget and economic policies for fiscal 1977 and the eco-
nomic implications of these proposals.

The Council on National Priorities and Resources is a non-profit, non-partisan
-association committed to promoting government action to meet human needs.
"The participating members of the Council are: Amalgamated Clothing Workers
.of America, AFL-CIO; Americans for Democratic Action; American Federation
.of State, County and Municipal Employees, AFL-CIO; National Education Asso-
-¢iation; National Farmers Union; Oil, Chemical and Atomic Workers Inter-
‘npational Union, AFL-CIO; United Auto Workers; United Church Board for
Homeland Ministries; United Mine Workers of: America; United Presbyterian
-Church, USA; the U.S. Conference of Mayors; and the National Association of
Home Builders.

President Ford’s 1977 budget is the latest in a long line of Nixon and Ford
programs and policies designed to stem inflation by consciously maintaining
“high unemployment and recession. The Administration budget does nothing
more than extend the policies of the last several years—the very policies which
-are responsible for the present costly recession, the highest interest rates since
the Civil War, the highest unemployment since the Great Depression, and a
-continuing high rate of damaging inflation.

Unfortunately, the timid and inadequate budget proposals of the Administra-
-tion fail to give proper weight to the fact that the economy has still not re-
.covered from the most serious recession since before World War II and that we
:are now suffering from the highest peacetime inflation rates in our history,
-with the exception of the runaway inflation rate of 1973-74. Unemployment re-
mains above 8 percent, and rises to nearly 30 percent in some central cities.
The GNP gap, the best measure of lost production and idle plants and equipment
due to high unemployment, was running at an annual rate of $215 billion in
the last quarter of 1975—an immense waste of resources. 'Yet,' despite all this
slack, inflation remains at 7 percent. Furthermore, long-term interest rates re-
‘main at intolerably high levels of 8 to 10 percent.

Ironically, by following Ford’s anti-recovery fiscal policies, augmented by
tight money restraints, we are ending up with both serious inflation and costly
unemployment. According to the Administration’s own estimates contained on
page 25 of the Budget, unemployment would remain above 7 percent under
President Ford’s fine-tuning plan until near the end of 1977 and stay above 6
percent until late 1979. The benefits, as measured by progress toward price
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stability, under this game plan are projected to be both slow and modest, withe
consumer prices rising at or above 6 percent well into 1978. That is a far cry
from any kind of price stability.

The continuing high unemployment that derives from the Administration’s:
policy decision to curb inflation with a depressed economy has adverse ramifica-
tions which extend and reverberate throughout the economy. National output,
workers’ real income, corporate profits, private plant and equipment outlays,
housing construction and econemic activity in general are still at depressed
levels. Without vigorous recovery efforts they will continue to remain far be--
low potential for years to come, with wasted manpower, idle industrial capacity
and a sense of national frustration and despair over our seeming inability to-
manage our economy more successfully. Coming at a time when confidence in
government is at a low ebb, our economic failures are very serious.

Because of high unemployment, the deficit of the Federal Government and
Federal agencies will be well over $50 billion in 1977. The large deficits we have-
been experiencing are attributable to the depressed economy and not to irre-
sponsible and wasteful spending. When people are out of work, federal spend--
ing on unemployment compensation, food stamps, welfare and other income
support spirals quickly. Such increases are recession-related. At the same time,
and in even larger measure, tax revenues fall. Thus, recessions are a cause of’
big deficits. If the unemployment rate were at the 3.6 percent level of 1968
we would have a budget surplus of over $9 billion in fiscal 1977, rather than
the $54 billion deficit of the Ford budget (including Federal agencies). The-
President’s budget projects that if we had a 4 percent rate of unemployment we-
would have a $3 billion “full employment” surplus in 1977.

The plain and simple truth is that the Administration is ‘mismanaging the-
economy. The seven years this nation has spent under Nixon-Ford policies
have witnessed substantially higher unemployment, higher inflation and higher-
deficits-that during the previous eight years. From 6.1 percent in 1961 the un-
employment rate dropped to 3.6 percent in 1968. It than rose to 8.5 percent in
1975. Consumer prices rose 16 percent from 1961 to 1968. From 1969 to 1976 they
increased 47 percent. Still more striking is the dramatic increase in the public-
debt. In the 22 years from 1946 to 1968, the Federal debt increased by just un-
der $100 billion. In the seven years starting with 1969 it increased by $270°
billion and by the end of 1976 the eight-year rise in the gross Federal debt will
total about $275 billion, .

The reason for the Administration’s mismanagement of the economy lies in its
“either-or” policy toward inflation and unemployment. The hypothetical tradeoff”
between inflation rates and unemployment, a theory at the heart of executive:
policy, places the whole battle against inflation in the wrong context. Yet, the-
emphasis that the country must place on fighting inflation need not and should
not translate into the abandonment of efforts to control unemployment. We do
not have to resign ourselves to either evil. :

The human catastrophe of high unemployment during this recession has been-
immense. December 1975 still witnessed an intolerably high 8.3 percent level
of unemployment. When one adds this official percentage of unemployment-
and the unemployment equivalent of those working part-time because of the.
recession and those who normally work but are not actively seeking a job be-
cause of poor job prospects, the rate of total idle time approaches 10 percent
of the labor force: . .

. The unemployment problem is compounded and made more immediately
critical by the imminent expiration of unemployment benefits for many of the-
jobless. More than 3.1 percent of the labor force has been unemployed 15 weeks
or longer. .1t is estimated that nearly one million people have been unemployed’
more than 65 weeks and have exhausted all unemployment benefits. .

Unfortunately, the brunt of the continuing high unemployment rates has
been borne by blacks and other minorities, with a jobless rate of 13.89 in De-
cember of 1975, by women (8.09%), teenagers (19.6%), and blue-collar workers
(10.7% )—those least able to cope with unemployment.

The continuation for so many years of high unemployment has disastrous im-.
plications not only in terms of fundamental damage to the economy but also for
the future earnings and job potential and the social and economic behavioral
patterns of those most heavily hit by unemployment—especially teenagers. Teen-
agers, blacks, women and other groups experiencing unemployment dispropor-
tionate to their numbers are losing valuable skills, work experience and other-
opportunities while unemployed. In fact, given the high unemployment- ex-
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‘pected until 1980, many young people wilt be 24 or 25 before they have any
prospect of holding a full-time job.

Given the drastic unemployment situation, the Council on Natxonal Pnorltles
and Resources believes it is important—perhaps more critical than any other
endeavor—that the Congress begin to commit substantially more resources to
the goal of attaining full employment. Given the multiplier effects of such
stimulation and the high marginal increase in government revenues in response
to a rising GNP, such expansive programs can pay off in terms of lower deficits.

Last year, the Council made several urgent recommendations to the .Congress
with respect to programs we believe should be initiated or expanded as anti-
recession measures to put this nation back to work. Given the durability of the
recession, these recommendations, we believe, are just as appropriate in fiscal
1977. Our program recommendations include (1) drastic expansion of present
CETA public service employment programs to provide an additional one million
jobs on a temporary basis; (2) enactment of a $10 billion early-implementation
public works employment program. The recent public works bill passed by the
Congress takes us half-way toward the achievement of this goal; (3) “emer-
gency” counter-cyclical assistance to state and local government to help sta-
bilize local budgets and prevent further expenditures and service cutbacks and
tax increases. Specifically, we support the Muskie counter-cvclical proposal
‘passed by the Congress last week; (4) full funding of all authorized housing
programs; (5) full funding of all federal education programs, which will re-
sult in the re-employment of thousands of laid-off teachers and teachers’ aides;
(6) greater congressional control and oversight of interest rates and monetary
‘policy.

To battle effectively the crisis of unemployment and recession, we believe the
-government must adopt a strong and balanced package of such counter-cyclical
programs. Such programs, tied to leading economic variables so as to phase out
with recovery, should be made a permanent part of our automatic fiscal struec-
‘ture, thereby ensuring future economic stability without harmful fluctuation.

The Administration’s argument against either temporary or permanent jobs
programs is that it is preferable for the private sector to provide jobs to the
unemployed than for the government sector to expand. Certainly, the govern-
ment should encourage and facilitate the employment of as many workers as
possible in the private sector. But at the present time, the Administration’s
planned recession makes the private sector incapable of providing a job to all
‘who want to work. It is therefore both fiscally wise and humane for the fed-
eral government to redress the situation—by designing fiscal and monetary
policies to stimulate hiring in the private sector and by providing jobs to those
who cannot be absorbed. The very provision of public jobs will result in stimu-
lation of private economic activity and therefore enlarge job opportunities in the -
Pprivate sector.

Of course, one of the major values of public service and public works pro-
grams is that we could begin to undertake construction projects and social serv-
ices which are so desperately needed by the nation and which would add signi-
ficantly to the nation’s wealth. The rebuilding of the nation’s railroads and the
leveling of the railroad beds, the construction of mass transit rail systems and
the production of needed city buses, the improvement of strip-mined and other
exploited land, the construction of sewers, water treatment facilities and solid
waste disposal plants and the provision of health care and day care services
are among the many projects which could be legitimately and usefully under-
taken. All of these propects have greater value than those likely to be under-
taken through the stimulation of additional private investment.

We are convinced that overwhelmingly people prefer jobs to welfare and un-
employment compensation. In the first ten months of 1975, unemployment bene-
fits averaged $70 per week, hardly enough to provide a plush standard of living.
More than a third of the unemployed did not receive unemployment benefits at
all, despite recent extension of the system (SUA) to 12 million additional
workers. Furthermore, only 18 percenft of the families in which the head of
household was unemployed received food stamps.

The ideological bias of the Ford Administration that every dollar spent by
government is necessarily wasteful is a dangerous philosophy in the middle of
the present recession. We must stop believing that private spending is always
good and public spending always bad. There are many concerns and needs that
can only be met by the federal government: Rapid mass transit, income for
the elderly, guaranteed jobs and health care are just some of the areas in which
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government funds and active federal-involvement are desirable. Almost every-
one would agree that it is far preferable to use public resources for education:
than to spend private money on cigarettes, alcohol or firearms.

In addition to the temporary, counter-cyclical programs we recommend,
permanent full employment programs are also needed. Even in a healthy econ-
omy, there will be workers who need government assistance. Increasingly, the
economy is facing a greater problem of structural unemployment—more and
more workers who are not qualified for decent jobs in the private sector. For
these marginal members of the labor force, we must establish federal train-
ing programs, provide job placement assistance and, in the last resort, actual
employment opportunities.

It has been 30 years since the Full Employment Act of 1946 wag enacted,
committing the U.S. Government to creating and maintaining economic condi-
tions “under which there will be afforded useful employment opportunities in-
cluding self-employment for those able, willing and seeking work.” In those 30
years, the Act has been violated more than it has been obeyed.

In 1976 it is long past time for the federal government to begin guaranteeing
and creating respectable jobs at reasonable pay for all Americans who want to
work. The Humphrey-Hawkins bill (H.R. 50) introduced last year revived the
spirit of the Full Employment Act, assuring jobs, either in the private or the
public sector, to all people who want to work. The bill’s commitment to a full
employment economy through job guarantees is one we fully endorse. Hopefully,
the revised version of this legislation, currently being developed, will spell out a
procedure or mechanism for ensuring that full employment pledges will actually
be implemented.

‘While not specifically advocating this approach, it does seem to me that there
is a definite place for CETA public service employment programs, as part of a
full-employment strategy. CETA can easily absorb more employees and it can
do so effectively. Although established only a few years ago, CETA is already
an important fiscal tool—one which offers a staff of people and an administra-
tive apparatus specialized to individual localities and labor market areas.

Of course, to the extent that public service jobs are being substituted for exist-
ing employees, we must study the feasibility of providing large numbers of
government jobs through other vehicles. CETA programs in and of themselves
cannot bear the entire burden of “employer of last resort” federal policies.
Therefore, in addition to expanded public service, Congress ought to coordinate .
public service employment, manpower training, job creation and unemployment )
insurance programs into a comprehensive and workable employment policy.

At the same time, various labor market policies should be pursued. The reduc-
tion of unemployment depends on the adoption of a lot of tough measures to
make the national labor market more fluid and open, including the encourage-
ment of occupational and geographic mobility and the reduction of barriers
against youth and minorities, women and other disadvantaged groups. Unem-
ployed workers should be aided in their search for employment and helped to
upgrade their skills. Structural unemployment can be reduced, too, by targeting
special assistance to those geographic areas of the country with chronic unem-
ployment problems caused by failing or depressed industries, and to those
groups with historically high rates of unemployment.

Thus, if the economy is to perform better, some very serious, long-range in-
stitutional changes will be needed. We urge the Joint Economic Committee
and the Congress to begin to analyze which of these changes would be the most
useful forerunners and components of a national full employment policy.

It is clear that the cost of the employment programs needed by this nation
is immense. Clearly, an expenditure of that magnitude would require a major
reordering of budget priorities.

Yet, much of the expense of putting people back to work is temporary and
should be viewed as an investment rather than a loss. In the long run, we can-
not afford the high cost of not putting people to work. If the economy were
operating at full employment, the federal budget for fiscal year 1977 would
show a surplus—a fact which conveys, simply and tellingly. the need to reach
the elusive state of full employment. The high deficits of 1975 and 1976. as well
as the deficit planned for 1977, are recession deficits, not spending deficits.

It is important to remember that stimulative expenditures for employment
programs will over time reduce the deficits, since by putting people back to
work, tax revenues are increased and unemployment expenditures and welfare
costs reduced. Moreover, by reducing deficit in the future, we will begin to get
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a handle on the most rapidly growing part of our budget—namely interest pay-
ments. Thus, the Council’s recommendations—by planning more spending and
somewhat higher deficits immediately—would help us achieve full employment
and a balanced budget more rapidly, thereby freeing valuable resources for new
health and social initiatives. Greater spending and investment is necessary
now so0 as to reduce unproductive spending, on ynemployment compensation
and other programs in the future.

Moreover, to some extent, increased spending for anti-recession programs can
be offset by reductions in other programs. Given the constraints on our re-
sources, wasteful government programs must be eliminated to make room for
more productive expenditures. We must begin seriously to promote efficiency
and economy in the use of all government funds. The Administration does not
endorse this concept. Few, if any, of the President’s budget cuts were made for
efficiency reasons. Rather, the budget policy seems to be one of arbitrary and
uneven cuts regardless of the effectiveness of various social programs. We urge
the Congress to analyze closely the military budget and other budgets to reduce
waste—and not just cut for the sake of cuts.

It is ironic that at the same time the Administration drastically cuts program
benefits, it recommends large expenditures through the vehicle of tax sub-
sidies. Tax expenditures are today the real “uncontrollables” in the budget, com-
prising nearly one-fourth of the total federal outlays each year. Certainly, the
committees of the Congress must begin to analyze the social impact of tax ex-
penditures, measuring the extent to which they overlap or counter the effect
of direct budget expenditures, and eliminating these where desirable. The Coun-
cil on National Priorities and Resources has analyzed the $100 billion tax ex-
penditures budget and found that by eliminating only a dozen deductions, de-
ferrals and credits serving no defensible national purpose, the nation could gain
as much as $20-25 billion in additional revenues.

Despite reduction in wasteful expenditures and the returns to the Treasury
generated by putting people back to work, there are nevertheless large expendi-
tures associated with stimulative spending which could ignite inflationary
forces. The answer to inflation lies not in running away from important expend-
itures but in fighting inflation while spending money for needed employment
programs.

The terrible impact of inflation should not be minimized. While recession im-
poses hardships on the unemployed and results in a great waste of valuable
resources, inflation is also debilitating. Low and middle-income workers, espe-
cially those on fixed incomes, have borne the burden of present inflation rates,
watching the purchasing power of their wages decline, struggling to make ends
meet, yet helpless to alleviate the problem. Thus, we must fight both inflation
and unemployment.

High inflation imposes severe damages and uneven impacts on varied sectors
of the economy. State and local governments, always vulnerable to inflationary
increases in wages, social benefits, fuel costs and rising prices of investment
outlays and interest rates, have experienced budget problems of unprecedented
magnitude. At the same time that inflation has pressed the expenditure side of
their budgets, the recession has resulted in a curtailment of revenues. The reces-
sion cut state and local revenues in 1975 by nearly $30 billion from what they
would have been at full employment. Consequently, many states and municipali-
ties have been forced to cut back services drastically, to lay off workers and to
increase sales and property tax rates—actions which have clearly counteracted
Federal efforts to stimulate the economy. The planned recession—as the anti-
inflation weapon—has not only undermined the financial status of state and
local governments but has made economic recovery more difficult and more
elusive. The most recent study of the fiscal situation of states and local govern-
ments, published by your own committee in December 1975, found that “de-
flationary adjustments in state and local government operating and capital
funds will combine to remove $7.5 to $8 billion from the economy . . . The
magnitude of the adjustments and their concentration in the high unemploy-
ment jurisdictions indicates that considerable hardship will be imposed upon
the affected jurisdictions.”

The housing industry has been a severe victim of inflation. Prohibitively high
long-term interest rates, along with the present inflated costs of construction,
have led to falloffs in housing production and a distorted pattern of resource
use. Increasingly money has been channeled from savings institutions into spec-
ulative, high-interest ventures and away from more solid investments like
housing.
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Another area hurt by the inflation has been the public utilities sector where
the regulatory process has been made more difficult. Furthermore, increases in
wages and other incomes have pushed workers into higher income brackets and
cut into real income. )

Traditional notions about inflation/unemployment tradeoffs no longer seem
to offer much basis for total reliance on fiscal policy. Of course, excess demand
should be avoided through sound monetary and fiscal policies but most of our
inflation cannot be attributed to excess demand, nor have we come anywhere
near price stability through tight monetary and fiscal policies. The Phillips
‘“curve” has, for policy purposes, become a “straight line’”: At any level of un-
employment, no matter how terribly high, we experience continuing inflation. It
needs to be emphasized that very little if any of the recent inflation is due to
enlarged government spending relative to revenues or to money expansion
leading to overstimulation of the economy. Rather, the very severe rates of in-
flation were aggravated by special conditions in the food and energy markets,
devaluations of the dollar, productivity declines during the recession, noncom-
petitive and monopolistic pricing policies, and other factors. With many of the
causes of inflation unrelated to excess demand, it is not surprising that the
response to the “soft economy” approach has been so disappointing.

With so much manpower and plant capacity idle and given the nature of
present inflation rates, efforts to create jobs and stimulate the economy should
not result in higher inflation rates. In fact, recessions, by reducing efficiency
and productivity below what they would otherwise be, tend to contribute to
higher unit costs and thus may aggravate inflation. Restrictive fiscal policies
seem to bring lower inflation rates only after high and persistent unemployment.
After three years of both less than normal GNP growth rates and costly deep
recession, it is clear that fiscal restraint is not the viable solution to present-
day inflation. This does not mean that aggregate monetary and fiscal measures
are unrelated to inflation, but that they are not the sole solution nor are they
adequate for the current situation.

What all of this says is that it is a total oversimplification to maintain, as
does the President and so many of his advisors, that spending more for em-
ployment and recovery programs will automatically trigger a new wave of in-
flation. It is more likely that a positive fiscal program to promote a vigorous
recovery will contribute to the fight against inflation, not aggravate it. It will
increase supplies of goods and services. It will stimulate more investment in
new capacity. It will improve productivity. It will bring an earlier end to reces-
sion-related budget deficits. Recovery will not overcome structural deficiencies
in the marketplace, but prolonged recession and unemployment will not help
either.

‘When the solutions to inflation do not lie in fraditional fiscal tools, we must
seek to understand the causes and formulate appropriate prescriptions. One of
the problems repeatedly encountered in attempting to fight inflation is the lack
of information we have about pricing behaviors of corporations and about
monopolistic and oligopolistic practices in key industries and sectors of the
economy. To make the marketplace function more effectively we must know
more about how it functions. It has been 40 years since the Temporary National
Economic Committee analyzed the economy, magnificently studying—without
the aid of computers and without today’s abundance of data—competitive and
non-competitive practices. Given the price rigidities that exist in today’s econ-
omy, it is time for the Congress to establish a new bipartisan blue ribbon TNEC
to help us understand the causes of today’s inflation, with a view toward im-
proving the functioning of markets. We must stop the collusion that allows
corporations to set prices without regard to market demand—and then to cut
production and lay off workers when they have priced their products beyond
the ability of consumers to pay.

In a more immediate time frame, we must begin selectively to restrain prices
and costs through the establishment of firm guidelines and by tough interven-
tion by the President and other appropriate leaders—essentially the reinstitu-
tion of the practices followed in 1960-1964. ’

The inflation has now become so enduring and so deeply embedded in our
pricing system that traditional measures are simply inadequate to correct the
problem. More and more economists are in agreement that we cannot relv
totally on the marketplace for relative price stability. We should act resolutely
to strengthen the functioning of the marketplace and supplement it, where
needed, by direct measures. Without some kind of government intervention to
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delay or discourage unjustified price increases, we doom ourselves to continued
high inflation.

We are not advocating across-the-board wage and price controls or price
freezes, but rather, an incomes policy that exerts public pressure on those who
unreasonably push up prices and costs. It is essential that such efforts be firm as
well as fair and that the officials in charge believe in what they are doing. Con-
trols under President Nixon were not well administered, nor were wage and
price controls administered evenhandedly. Although wage increases are im-
portant elements in any direct stabilization program, we should recognize that
the present spiral of inflation has not been. caused by excessive wage increases.
Labor will continue to resist Government intervention unless that they know
that price increases will be restrained.

Federal Reserve policies must serve to accommodate the credit needs for a
strong and sound recovery. High long-term interest rates will continue as long
as high rates of inflation prevail, but selective measures can help meet the re-
quirements for enlarged housing programs and other important sectors that de-
pend on access to capital at reasonable rates. Without appropriate expansionary
monetary policies, it will be impossible to restore economic growth and put
people back to work. Such policies need not be inflationary.

There are other measures that can contribute significantly to the lessening of
inflation. Qutmoded regulations that impede competition and result in higher
prices in some industries should be changed so as to better serve the needs of
the public, and so as to result in reasonable prices. Antitrust laws must be
strengthened and strictly enforced so as to root out administered pricing abuses
and break up inefficient and harmful concentrations of market power. Long-
term national food policies must be developed to increase agricultural produc-
tion, build up food reserves and supervise the trading of U.S. firms with
monopoly governments like the Soviet Union. A greater commitment of re-
sources to research and development, especially to energy R&D, is essential.
Decontrol should not be blindly pursued because it may do little to increase sup-
plies but can result in much higher prices. Carefully considered moves toward
deregulation and decontrol can pay off, but more harm than good can come
from headlong dismantling of regulations.

Most important, though, are efforts to stimulate the economy. By increasing

production, productivity will rise and inflation lessen. And the best way to
stimulate the economy is by putting people back to work.
- It is ironic that as we enter our bicentennial year, having enjoyed 200 years
of prosperity and progress, we have still not found a way to ensure job op-
portunities for all citizens along with low inflation rates. The President’'s re-
fusal to spend what is necessary to put people back to work—all in the name
of holding down inflation—shows a bankruptcy of faith in the future health
and vitality of our nation.

Clearly the solutions are not easy: Our nightmare problems of unemployment
and economic stagnation will not be solved by modest means or quickly. It re-
quires some fundamental reform of the American economy, and possibly the
alteration of the institutional structure within which economic policy is set.
There are many who argue that we must begin to establish major economic
goals and plans for achieving and maintaining full employment and balanced
growth.

Despite the complexity of the problems and their solutions, we are neverthe-
less optimistic. The heritage of this nation has been one of great creativity and
initiative. The people of this nation do not lack the boldness and creativity
necessary to solve our problems. Nor do they lack the maturity of opinion or
honesty to undertake broad new programs to meet the needs of all citizens. The
willingness of our people to make the tough decisions confronting this nation is
our only cause for optimism and hope.

Chairman Hovrarey. Now, Mr. Burress, please.

STATEMENT OF GLENN BURRESS, UNIVERSITY OF TEXAS OF THE
PERMIAN BASIN, ODESSA, TEX., AND THE JOURNAL OF COM-
MERCE, NEW YORK, N.Y.

Mr. Burress. Before going into my statement, I would like to add
a few comments on the matter of the deficits that Mr. Nathan just
74-582—76—pt. 1——15




220

mentioned. T have been looking at this for some time and currently
plan a series of articles on this in my column in the Journal of Com-
merce. And I have been looking especially at the growth of private
debt or private deficits and other variables, like GNP, in the 1920’s
before we had Keynesian economics shaping the Federal Govern-
ment’s economic policies. One of the remarkable constants that we
have had in this country going all the way back as far as we have
GNP data, which goes back to 1921, Mr. Chairman, is that it has al-
ways taken about $2 of debt to increase GNP $1. Let me emphasize
that this was true in the 1920’s, a period of great stability and also a
period before we had any of this talk of the Federal debt, deficits,
or fiscal policy of Keynesian economics.

Total debt today is the sum of all past deficits. That’s just a simple
truism. Now if you want to know who the big deficit spenders have
been, you look at the distribution of the total debt. Total debt in this
country today is about $3 trillion. But, only about $500 billion of that
is public debt. So $2,500 billion or so of it is private debt. What this
means is, that for every $1 of public deficit spending we have had in
the past, the private sector has had $5 of private deficit spending. The
reason we now have a large Federal deficit today, to put differently
the point Bob just made, is that the private deficits are inadequate.
This is one way to view our current problem. In other words, when
the private sector fails to provide the $2 of deficit or new debt to in-
crease GNP by $1—then the response, you see, is that the economy
falters, treasury revenues fall and the Federal deficit increases
sharply. I plan, as I have said, a series of articles on this in the
Journal of Commerce.

My testimony focuses pretty norrowly here today, Mr. Chairman,
on the consumer. It is crucial that this Congress realize that the
economics profession takes an inappropriate approach to explaining
and forecasting consumer behavior. If this Congress is given ex-
planations of the past and forecasts of the future that contradict
available data on this dominant consumer sector of the U.S. economy,
the Congress is prevented from designing appropriate policies to
avoid the human pain and dollar costs of inflation and unemploy-
ment.

I’'m going to skip part of this statement. But let me simply start
with a couple of summary comments.

My approach to the consumer suggests that the rate of growth of
real GNP will in 1976 exceed the standard forecast by nearly two
points. I expect real GNP will in 1976 expand at about 8 percent. I
will explain the rationale of this statement in more detail shortly.

But, to continue my summary, I am greatly disturbed about 1977
and 1978. I shall show below that there are generally unrecognized
sources of restraint on the expansion of the economy that will be-
come powerful in 1977 and 1978. To neutralize these retardants on re-
covery, this Congress will need to cut taxes something like $30 billion
in 1977 and then cut taxes an additional $30 billion in 1978. It is, of
course, quite possible that we may not want to neutralize all of this
restraint by cutting taxes and/or increasing spending by these full
amounts. Other things may come up. But it is imperative that these
potential problems and their magnitudes be recognized as far in ad-
vance as possible. Otherwise you are denied the necessary time for
careful deliberation required for policy formulation.
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The main reason these problems may go unnoticed until it is too
late to enact appropriate policies is, as already noted, that the eco-
nomics profession continues to offer advice and forecast to leaders,
both in and out of government, including members of this committee,.
on the basis of a defunct view of the consumer. This is the Keynesian
mode] of the consumer. This Keynesian view did explain data on con-
sumers in the 1930’s and therefore was appropriate then. But this
mode] is contradicted by data on virtually every post World War II
recession and recovery and is therefore inappropriate today.

The guts of the problem is simply this. The Keynesian model is.
today found in all texts, taught in all graduate schools, and built
into every major forecasting model, such as the models of Chase
Econometrics, Inc., and Data Resources, Inc., used in the private
sector and the CEA. These models assume that when the rate of’
%TOWth of income slows or income falls in recessions, consumers react

y reducing saving. Indeed, it is assured that consumers react
to reduced income by reducing their saving faster than income falls.

Then during a recovery like the one underway now in 1976, the
standard, accepted Keynesian model of the consumer tells those
charged with planning and formation of policy, both private and
public, that consumers will react to increased income in recevery by
increasing saving. Indeed it is assumed that consumers will react to:
increased income by increasing their saving faster than income rises.
Right now, you can see this 1s nearly every econometric model pro-
jecting for 1976.

I want to skip here the detailed logic of my theory in the interest
of saving time but would like to put all of that in the longer pre-
pared statement,

Chairman HuMpHREY. Yes, we will place your entire statement in
the record.

Mr. Burress. As I have explained in detail in my prepared state-
ment, one can insist on the Keynesian view that saving falls in re-
cessions and rises in recoveries or he can accept my own view that
saving rises in recessions and falls in recoveries. v

It seems equally clear, at least to me, that the argument should be
settled by the data. The data are clear. In every recession for 20*
years, when incomes fell, spending was cut more than income. As &
result, even the absolute level of saving rose as income fell. In every
recovery for 20 years, when income has risen, spending has increased
faster than income, contradicting the Keynesian depression model of’
the consumer. In four of these five recovery periods, the increase im.
spending was not only faster than income, but exceeded the increase:
in income. As a result, even the absolute level of saving fell. These
most striking contradictions of the Keynesian depression model were:
recorded in 1955, 1959, 1968, and 1972,

I should add that Bart Tabor and George Topic—two of my
students at Pitzer College in Claremont, Calif.—I took a look at the
1949-50 situation. That was the last postwar recession and recovery
when the reported data appear consistent with the Keynesian model.
It turns out when we took out the profits of the unincorporated firms
from official data on personal saving and just looked at the saving of
other consumers, the savings of those consumers rose sharply as in-
come fell in 1949. Also, Mr. Chairman, the saving of these consumers:
fell sharply when income rose in 1950. So even though. the official
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1949-50 data appear to be consistent with Keynesian theory, the data
for this single postwar recession are consistent with the Keynesian
model only because the government includes in officially reported per-
sonal saving the business profits of the unincorporated firms.

Whatever the logic of settling the debate among economists on the
basis of the data, continued use by virtually all economists of the
Keynesian depression model in forecasting and planning policy, both
private and public, clearly suggests the debate is one of faith. The
debate is not unlike a debate over religion. Indeed, my experience
demonstrates that to many economists, acceptance of the Keynesian
model defines what is professional activity and what is not.

Why should this committee concern itself with what appears to be
an esoteric debate among economists on theory and methodology?

The answer is that continued use of the Keynesian depression
model long after it ceased to explain the data is a major source of
serious forecasting errors. What this means is that, at times, the
leadtime for identifying problems is cut so short that this Congress
is prevented from enacting policies that could reduce human pain and
suffering by reducing the rate of unemployment, reducing inflation
and increasing the rate of growth. I need not further convince you,
this committee, this Congress, or executives in private industry of the
critical importance of this fundamental error 1n advice and forecasts
most are receiving from their economists.

Our efforts to implement economic policy are, as a result, more like
putting out fires. This Congress is never given the necessary time for
the kind of deliberate debate and analysis required to reach this na-
tion’s long-run economic goals.

Before describing very briefly my alternative to the Keynesian
model and how the model offers insights now into problems for 1977
and 1978, with enough leadtime for this Congress to act appropri-
ately, let me cite some results of my alternative approach.

A year ago the major forecasting services projected sluggish re-
covery in 1975. It was projected that the 1975 tax cut and rebate
would push the saving rate as high as 13.8 percent or more and con-
sumers would be slow to spend the stimulant provided by Congress
9 months ago.

I told this committee a year ago the saving rate would not go
nearly so high and that the tax cut and rebate would produce a much
stronger recovery than others projected.

But I was more specific. Telling this committee that much auto
spending had been postponed and therefore much could be accel-
erated, I forecast that the auto industry would be an important leader
in a strong recovery. On this point T was most specific several days
earlier in my February 18, 1975 Journal of Commerce article en-
titled, “Sharp Recovery in Auto Expected Later This Year,” In that
article I projected the annual rate of auto sales in the second half
of 1975 at 9.3 million units. Actually 9.2 million units were sold.

For calendar year 1975, I projected auto sales at 8.5 million.
Actually 8.6 million units were sold.

I shall cite just one more example now. In late July on the basis of
the Keynesian view that consumers would be slow to spend their tax
rebates, the third quarter saving rate was put at 9.0 percent by Chase
Econometries. It was put higher by others.
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Taking my own non-Keynesian view of the consumer, I forecast
that the third quarter recovery would be more vigorous than others
suggested because the saving rate would be lower.

pecifically, at an August 4, 1975 Forecasting Conference on the
campus of the University of Texas of the Permian Basin in Odessa
and sponsored by financial executives of Odessa, Tex., I projected
the third quarter saving rate would be 7.8 percent. It was first re-
ported as 7.7 percent. It was then revised to 7.8 percent. Recovery in
the third quarter was vigorous. Many other examples are cited in
the prepared statement.

Turning now to the future, the major forecasting services, using
the Keynesian model, are projecting that saving will rise slightly
faster than income in 1976. It 1s projected that the absolute level of
saving will rise about $15 billion.

My approach based on my own theory, grounded in postwar data,
suggests saving in 1976 will fall about $5 billion. This suggests others
are underestimating consumer spending in 1976 by about $20 billion.
This likewise implies the standard forecast is overestimating the flow
of personal saving into money and capital markets by $20 billion.

This, of course, explains why I believe real GNP will rise about 8
percent in 1976—almost 2 points higher than the standard forecast.

Turning to 1977-78, there is wide agreement that the economy will
slowdown sharply. Most economists believe we will narrowly avoid a
1978 recession.

But here again, the models that crank out these results continued
to use the Keynesian depression model of the consumer. That is, it is
assumed that as income slows, saving will be cut and that consumer
spending will hold up. We faced the same problem in 1973 that we
face now. Back then economists forecast a 1973-74 growth recession.
Business Week reported on April 21, 1973, on the basis of interviews
with several top economists, that as income slowed later in 1973,
savers consumers would dip into their saving and thus cushion any
{)endeilcy towards recession. Business Week reported, in part, my re-

uttal :

That view is based on theory born of depression and is dead wrong. If income
does slow, as we expect, consumers will save more, not less. And the increase
in consumer saving will turn a growth recession into a full-blown recession.

Income slowed in late 1973. Did consumers dip into their savings
to help prevent a recession? Or save more? The answer is that saving
shot up to a quarter century high. There can be no doubt that this
sharp increase in saving in the final quarter of 1973 played a key
role in initiating the 197475 recession.

The similarities I am suggested here between the current debate
over a 1977-78 slowdown and the same debate in early 1973 over a
1973-74 slowdown needs little elaboration. The projected 1977-78
slowdown will produce increased saving, not reduced saving. In the
absence of preventive action by this Congress within the next 18
months, a severe 1978 recession is highly probable. One can envision a
scenario that prevents a 1978 recession without preventive measures
from Congress if he assumes a lucky combination of events. But we
cannot leave the performance of the U.S. economy to luck.

The most important variable in my model 1s what I call pre-
determined debt repayments.



224

Predetermined debt repayments are defined as repayments in the

- current period, like this year, 1976, on borrowing before the current

period started—such as before January 1, 1976. My work shows that

- sometimes predetermined debt repayments accelerate. When this hap-

pens, they act like a tax increase. That is, income that in the previous

-year that the consumer was free to spend must now go for debt re-
Ppayments.

At other times, predetermined debt repayments decelerate. When
this happens, they act like a tax rate cut. Income that had to be used
the previous year for debt repayment is freed to spend. Expansion is
stimulated.

Between mid-1975 and mid-1976, a deceleration of predetermined
debt repayments freed funds to the consumer that has been required
the preceding year for debt repayment. The absolute amount of
stimulant was about $15 billion—nearly as large as the 1975 tax cut
and rebate.

For calendar year 1976 my equations, based on data since 1971, put
the stimulant at $8.2 billion. But given a reasonable forecast of con-
sumer borrowing for 1976, and the unusual pattern of borrowing
since 1972, this variable in calendar 1977 will act like a $10.6 billion
tax increase. That is between 1976 and 1977, there will be a nearly
$20 billion shift from these variables acting to restrain recovery.

The equations in the model already permit one to say something
z‘plcl)}lt 1978. The restraint from this variable will remain close to $10

illion.

Assuming no change in the tax rates, income taxes of individuals
alone in 1977 will rise approximately $20 billion. This is the so-called
“fiscal drag” created by the automatic growth of tax claims against
income of consumers as the economy grows. A similar figure is rea-
sonable for 1978.

This suggests that the combined restraint on the economy from pre-
determined debt repayments plus fiscal drag will be about $32 billion
in 1977. It will be about the same in 1978. This clearly suggests the
need to plan now a fiscal policy to prevent a 1978 recession. It would
appear that tax cuts much larger than the levels being discussed
would be in order. Thank you.

Chairman HumprREY. Thank you, your prepared statement will be
made a part of the hearing record; also we have some good material
for our discussion a little later.

[The prepared statement of Mr. Burress follows:]

PREPARED STATEMENT OF GLENN E. BURRESS H

1976 FORECASTS TOO LOW ; SERIQUS TROUBLE AHEAD IN 1977 AND 1978

Mr. Chairman, it is a distinct honor to be invited again to comment on the
outlook. Just as I did last year, I shall focus my remarks on the implications
of my dramatically different approach to how the consumer reaects to income
change in recessions and recoveries.

At this time, this approach suggests the rate of growth of real GNP will in
1976 exceed the standard forecast by nearly two points. Real GNP will in 1976
expand at about 89%.

But I am greatly disturbed about 1977 and 1978. I shall show below that
there are generally unrecognized sources of restraint on the expansion of the
economy that will be powerful in 1977 and 1978. To neutralize these, the Con-
gress will need to cut taxes $30-billion in 1977 and then cut taxes an additional
$30-billion in 1978. It is, of course, quite possible that we may not want to



neutralize all of this restraint by cutting taxes and/or increasing spending by
these full amounts. But it is imperative that these potential problems and their
magnitudes be recognized as far in advance as possible in the formulation of
economic policy.

One reason these problems may go unnoticed until it is too late to enact ap-
propriate policies is that the economics profession continues to offer advice and
forecast to leaders both in and ount of government, including members of this
Committee, on the basis of a Keynesian view of the consumer. That view was
appropriate for the 1930s. But it is inappropriate for the period since ‘World
War II.

The guts of the problem is simply this. This Keynesian model, found in all
texts, taught in our graduate schools, and built into every major forecasting
model (such as the models of Chase Econometrics, Inc., and Data Resources,
Inc.) assumes that when the rate of growth of income slows or income falls in
recessions, consumers react by reducing saving. Indeed it is assumed that con-
sumers cut their saving faster than income.

Then during a recovery like the one now underway, the standard, accepted
Keynesian model of the consumer tells those charged with planning policies,
both private and public, that consumers will react to increased income in re-
covery by increasing saving. Indeed it is assumed that consumers will increase
their saving faster than income.

The logic behind these conclusions seems compelling enough. It is assumed
that the consumer’'s standard of living, and therefore his spending, is habit
forming. If spending were habit forming, then when income falls in a reces-
sion, it is reasoned that consumers cannot cut spending as fast as income and
therefore saving falls faster than income.

Then during the recovery, if spending were habit forming, it is reasoned
that consumers, due to these spending habits, are unable to increase their
spending as fast as income and therefore saving increases faster than income.

However logical this may seem, it simply is not appropriate to assume total
consumer spending is habit forming. Consumers develop habits of using things
like cars, appliances and the like. But they do not buy these items so fre-
quently that they develop spending habits that prevent them from postponing
some important outlays in recessions. Nor do consumers develop such power-
ful habits that they cannot accelerate spending during recoveries on items that
1vere postponed in the previous recession.

If one rejects the notion that spending is habit forming and argues that
spending can be postponed in recessions and then accelerated in recoveries,
it is easy to see why saving might rise as income falls in a recession. It is also
easy to see why saving might fall as income rises in recoveries. That is, if
the recession is mild and the reduction in income is small, the postponement
of some spending can cause a reduction in spending that exceeds the reduction
in income. As a result, saving rises as income falls,

Then in recovery as income rises, spending that was postponed in the re-
cession is now accelerated. The increase in spending can exceed the increase
in income. As a result, saving falls as income rises.

It is clear, then, that one can build a case for the Keynesian view that saving
falls in recessions and rises in recoveries or he can build a case for my own
view that saving rises in recessions and falls in recoveries.

1t seems equally clear, at least to me, that the argument should be settled
by the data. The data are clear. In every recession for 20 years, when income
fell, spending was cut more than income. Saving rose as income fell. In every
recovery for 20 years, when income has rise, spending has increased faster
than income, contradicting the depression model of the consumer. In four of
these five recovery periods, the increase in spending exceeded the increase in
jncome. As a result, even the absolute level of saving fell. These striking con-
tradictions of the Keynesian depressilon model were recorded in 1955, 1939,
1968 and 1972.

Whatever the logic of settling the debate on the basis of the data, continued
use of the Keynesian depression model in forecasting and planning policy, both
private and public, suggests the question is one of faith among economists.
The debate is not unlike a debate over religion. Indeed, my experience dem-
onstrates that to many economists, acceptance of the Keynesian model defines
avhat is professional activity and what is not.

Why should this Committee concern itself with what appears to be an eso-
teric debate among economists on theory and methodology ?
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The answer is that continued use of the Keynesian depression model long
after it ceased to explain the data is a major sources of serious forecasting
errors. What this means is that, at times, the lead time for identifying prob-
lems is cut so short that the Congress is prevented from enacting policies that
could reduce unemployment, reduce inflation and increase the rate of growth.

Our efforts to implement economic policy are, as a result, more like putting
out fires than the kind of deliberate debate and analysis required to reach our
long-run goals.

Before describing very briefly my alternative to the Keynesian model and
how the model offers insights now into problems for 1977 and 1978 with enough
lead time to act, let me cite some results of my alternative approach.

A year ago the major forecasting services projected sluggish recovery in
1975. It was projected that the 1975 tax cut and rebate would push the saving
rate as high as 13.8% and consumers would be slow to spend.

I told this Committee the saving rate would not be nearly so high and that
the tax cut and rebate would produce a much stronger recovery than others
projected.

But I was more specific. Citing to this committee that much auto spending
had been postponed and therefore much could be accelerated, I forecast that
the auto industry would be an important leader in the recovery.

I was even more specific. In a February 18, 1975 Journal of Commerce ar-
ticle entitled, “Sharp Recovery in Auto Expected Late This Year.” In the
article I projected the annual rate of auto sales in the second half of 1975 at
9.3 million units. 9.2 million units were sold.

For calendar year 1975, I projected auto sales at 8.5 million. 8.6 million units
were sold.

In late July on the basis of the Keynesian view that consumers would be
slow to spend their tax rebates, the third quarter saving rate was put at 9.0%
by Chase Econometrics. It was put higher by others.

Taking my own non-Keynesian view of the consumer, I forecast that the
third quarter recovery would be more vigorous than others suggested because
the saving rate would be lower.

Specifically, at an August 4, 1975 forecasting conference on the campus of
the University of Texas of the Permian Basin and sponsored by financial
executives of Odessa, Texas, I projected the third quarter saving rate would
be 7.89,. It was first reported as 7.7% then revised to 7.89. Recovery in the
third quarter was vigorous. I could cite other examples.

Turning now to the future, the major forecasting services, using the Keynes-
ian model, are projecting that saving will rise slightly faster than income
in 1976. It is projected that the absolute level of saving will rise about $15
billion.

My approach suggests saving in 1976 will fall about $5 billion. This sug-
gests others are underestimating consumer spending in 1976 by about $20 bil-
lion. This likewise implies the standard forecast is overestimating the flow of
personal saving into money and capital markets by $20 billion.

This, of course, explains why I believe real GNP will rise about 8% in
1976—almost two points higher than the standard forecast.

Turning to 1977-78, there is wide agreement that the economy will slow
down sharply. Most economists believe we will narrowly avoid a 1978 reces-
sion.

But here again, the models that crank out these results use the Keynesian
depression model of the consumer. That is, it is assumed that as income slows,
consumer spending will hold up. To quote from Business Week in April, 1973
when a 1973-74 growth recession was being projected, they reported, on the
basis of interviews with several top economists, “If as income slows later this
year as is widely expected consumers will dip into their saving and thus cush-
ion any tendencies towards recession.” Business Week reported, in part, my
rebuttal, “That view is based on theory born of depression and dead wrong.
If income does slow, consumers will save more, not less. And the increase in
consumer savings will turn a growth recession into a full-blown recession.”

Income slowed in late 1973. The saving rate of consumers shot up to a
quarter century high. There can be no doubt that this sharp increase in sav-
ing in the final quarter of 1973 played a key role in producing the 1974-75
recession.

The similarities I am suggesting here between the current debate over a
1977-78 slow down and the same debate in early 1973 need no elaboration.
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The most important variable in my model is what I call predetermined debt
repayments.

Predetermined debt repayments are defined as repayments in the current
period, like this year 1976, on borrowing before the current period—such as
before January 1, 1976. My work shows that sometimes predetermined debt re-
payments accelerate. Then they act like a tax increase. That is income that in
the previous year that the consumer was free to spend must now go for debt
repayments.

At other times, predetermined debt repayments decelerate, acting like a tax
rate cut.

Between mid-1975 and mid-1976, a deceleration of predetermined debt re-
payments made funds free to the consumer that had been required for debt
repayment. The absolute amount of stimulant was about $14 billion—nearly
as large as the 1975 tax cut and rebate.

For calendar year 1976, the stimulant is approximately $7.6 billion. But
given a reasonable forecast of consumer borrowing for 1976, this variable in
calendar 1977 will act like a $12.6 billion tax increase. That is between 1976
and 1977, there will be a $20 billion shift in this variable towards restraint.

The equations in the model already permit one to say something about 1978.
The restraint from this variable will remain close to $10 billion.

Assuming no change in the tax rates, income taxes of individuals in 1977
will rise approximately $20 billion—the fiscal drag created by the automatic
growth of claims against income of consumers as the economy grows. A sim-
ilar figure is reasonable for 1978.

This suggests that the combined restraint on the economy from predetermined
debt repayments plus fiscal drag will be about $32 billion in 1977. It will be
about the same in 1978. This clearly suggests the need to plan a fiseal policy
for 1977 and 1978 that takes into account. It would appear that tax cuts much
larger than the levels being discussed would be in order.

Chairman Humpuarey. Mr. Parks, we welcome you.

STATEMENT OF ROBERT H. PARKS, ADVEST C0., NEW YORK

Mr. Pargs. I’'m delighted to be back, Senator Humphrey and Sen-
ator Javits. I have just one opening comment. I regard economists as
modern witch doctors.

Chairman Humrarey. Well, I am glad to have you say that right
here in the presence of all of these economists.

Mr. Parks. So be careful what we say.

I have been asked to appraise, as 1 understand it, the Economic
Report of the President and the accompanying report of the Council
of Economic Advisers. And I want to be very brief on this because I
know you are interested in getting into some questions and discus-
sion. So let me say at the outset I am concerned for many reasons,
Mr. Chairman, that the inflation rate may turn out to be substantially
higher than forecast by the CEA. I am concerned, as has already
been indicated here, that real growth will turn out to be substantially
lower in the absence quickly of major policy changes on both the
monetary and fiscal fronts. I would argue that given the scenario
and program of the CEA, there will be no prospect of any effective
resolution of unemployment until sometime in the year of our Lord
1981. That is a long time away. And I would also argue that the pos-
sibility of this economic expansion aborting sometime late this year
(f)r sometime in early 1977, given our present policies, is one out of

our.

Accordingly, I probably am a bit more concerned than my fellow
witch doctors on this panel, who are already concerned.

Now, in reviewing the report of the CEA, it is important to look
as well at the budget because there are developments that are ana-
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lyzed by the CEA and not fully analyzed in the budget, and visa
versa. And I would like to take a look at these documents on three
counts: One is economic history as interpreted by the CEA.

Despite extensive review of developments by the CEA over the
past few years, I would argue that this report is largely a whitewash
of policy failures, of lost objectives, of defective economic theory of
the type that Mr. Nathan so elegantly discussed. There are many
economists—and I might add some legislators and some of them are
right here today— who warned that the U.S. economy was headed
into a major recession. I would argue that this worst recession by
far in the postwar years was predictable. It was predicted and the
warnings were ignored by the President’s staff and the President
himself.

I would argue, as was argued back in 1974, that very severe re-
strictive monetary and fiscal policies were being superimposed on an
economy already headed downhill, on an economy in which excess
demand was evaporating quickly. So in pursuing a policy of economic
overkill, this administration seems to have lost all five of its explicit
objectives.

That is to say, instead of the promised economic slowdown, the
economy experienced a major cyclical fall; instead of a major prom-
ised balanced budget, a massive deficit was generated. This deficit, as
Mr. Nathan has pointed out, was a consequence of economic overkill
and by no means should be interpreted as a major force to generate
harmonious and glorious expansion. That deficit should be dedicated
to the policy of economic overkill.

Instead of securing additional capital formation—and you may re-
member the idea was to transfer spending power from consumption
and government to capital formation—but by killing consumption,
the derived demand for capital formation was killed. That depressed
state of affairs is still with us.

Chairman Humrpurey. Would you repeat that again?

Mr. Pargs. The idea set forth by the President and his advisers
was simply this: There is too much spending on the government
front; there is too much spending on the consumer front; there is
too little spending in the way of capital formation—plant and equip-
ment. And the idea was to transfer real resources from consumption
and government to capital formation. This is part of the great WIN
policy. All T am saying is that the demand for capital is based upon
the demand for final consumer spending. If you kill spending for
houses, for automobiles, for appliances, you will kill the demand for
steel and steel facilities. There is no way in all of this world this
economy can expand at a fairly vigorous pace unless there is a sus-
tained and believable expansion in consumption.

Chairman HumpHREY. You see this is right at the heart of the
argument between some of us on economic policy. Mr. Simon said
yesterday that if you could look down the road a little but, if business
had some confidence, it would automatically just expand its facilities
if they had the capital. This of course was the “crowding out” theory
of deficit financing; that this was compelling business not to ex-
pand. He was saying if that crowding out didn’t take place, regard-
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less of consumption down here, they would build and they would ex--
pand; and that would create the jobs and the prosperity, et cetera. I
was trying to point out my old dad used to tell me that we were no-
more prosperous than the man that walked through the front door
of our store. Dad, of course, didn’t have that much background on
Wall Street or in economics except that he knew how to run a busi-
ness. In other words, he said if they have it, we can get it; and if
they don’t have it, we can’t get it.

The customer will ultimately determine what is going to happen in:
terms of our expansion. -

Mr. Pagrgs. Yes, that is an elementary point.

Chailc‘lman HunpHaREY. It is elementary but the rhetoric hasn’t beent
accepted.

Mr. Parks. That basically takes me, Senator Humphrey, to what I
would call a defective theory. You brought up one point. I also
argued that the crowding out theory is, as applied to financial
market, is just so much hogwash—as has been proven the case. In an
economy operating with massive unemployed resources, the only way
you can crowd out new financing on the Government side or the
private side is to have a nonaccommodative monetary policy. Other-
wise the argument makes little sense.

Now, I see in the Washington Post today—and I might add in
the CEA report also—I see a new and rather convoluted crowding
out thesis as applied to jobs and employment. The argument is that
action by this Congress, that action by the administration to generate
new employment will (1) displace private borrowing from the cap-
ital markets, (2) displace or impair capital formation in the private
sector of the economy as a reflection of this inadequate financing, for
example, and (3) displace workers.

In other words, the argument is that the Congress and the admin-
istration are tied completely and can do nothing to alleviate what is
a major problem of unemployment.

I would argue here that the new crowding out thesis in the context
of massive unemployed resources and in the context of an accomo-
dative policy is just as unpersuasive as the old crowding out thesis ad-
vanced last year as applied to the financial markets.

Let me just finish up here. I will forget the prospects except to
say this. I find the economic prospects for the United States economy
weak. On many accounts given a shift toward more expansionary
fiscal and monetary policies, I can see a rate of expansion and output
approximating only 414 to 5 percent.

Just one final comment on economic goals. I see forecasts and as-
sumptions incorporated in the budget—and I will just make this
one point—that the unemployment rate, as you know, for this passed
through at 8.4 percent. Now, this was the basic unemployment rate.
The rate jumped to 9.1 percent when an estimate is made for labor
force time lost. That is for people working part time, Mr. Chairman.
The rate jumps to 10.6 percent when an estimate is made—and this is
an official estimate—of the discouraged worker, that is, of the man
or woman who has just given up looking for a job. Now, it is in-
teresting that the CEA makes a distinction between the forecast and
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the assumption. The forecast for the employment rate and this is the
base rate, in 1976 is 7.7 percent. The forecast for 1977 is 6.9 percent.

I just note that the unemployment rate in 1977 would exceed the
levels of unemployment that we experienced as a peak in the 1958
recession.

Following up on Mr. Nathan’s comment, I am almost persuaded
that this administration is endorsing the Marxist concept incorporated
in Das Kapital—1867. There Xarl Marx argued that capitalist man-
agement, in order to contain inflation should see to it that they create
what he called a “reserve army of the unemployed.” I just believe Mr.
Nathan’s comments are probably the most important comments made
here today at this panel given the goals of this administration, given
its present programs. T just believe that it is clear that the prospects
for the unemployed would remain bleak through the year 1981.

Now, three conclusions. No. 1, the 1976 Economic Report of the
President and the related CEA report are largely a whitewash of
past errors. Some day a historian will look at this report and find
little relationship to what happened in fact. No. 2, in the absence of
new policies and facts, a serious question is raised as to whether even
the moderate projections for the economy will in fact be realized. No.
3, the goals or assumptions of this administration in my judgment
seem clearly to contradict the mandate of the Congress as spelled out
in the Employment Act of 1946.

Thank you.

Mzr. Chairman, I would like to submit the February 5, 1976 issue
of the “Advest” newsletter, the text of which contains my summary
statement.

Chairman HumperREY. Without any objection the newsletter will
be included in the hearing record as your summary statement.

[The summary statement of Mr. Parks follows:]

SUMMARY STATEMENT OF ROBERT H. PARKS
IDEOLOGY, POLITICS AND THE ECONOMIC OUTLOOK

My assignment in the main is to appraise the 1976 Economic Report of the
President and the accompanying Annual Report of the Council of Economic
Advisers. I find problems with these reports on three counts.

First, the CEA’s review of what has happened suffers, as expected, from
the error of omission. Most noticeably is the role of governmental policymakers
themselves played in pushing the economy into the worst recession in post-
war history despite the warnings of many economists, legislators and others.?

Second, the CEA’s projections of a moderate growth of the economy may not
be realized unless policy shifts are instituted, and fast. The risks in my view
are not adequately recognized.

Third, the “goals” of the Administration in key areas appear light-years
away from the needs of the economy. This is particularly true for employment,
even assuming the economy advances along the path foreseen by the CEA.

1 The warnings were dismissed almost completely by policymakers. My own views were
set forth as follows: ‘“The forward momentum of the economy in real terms is weak, and
weakening further. The irony is that rapid inflation itself is further cutting into real
buying power. The great irony is that governmental restrictive policles already in motion
wiil likely further weaken demand. The greatest irony is that no early action on the
policy front is being suggested by the Summit meetings, Next year Is the word. In that
case, the September 27-28 Summit session might just as well be held in the Coliseum
in Rome, and the participants be provided with appropriate fiddles. (Economic and In-
vestment Perspective entitled Economic Overkill, Sept. 9, 1974).”
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Economic History

Despite extensive review of developments the past few years, the CEA re-
port is largely a whitewash of policy failures, lost objectives, and defective
economic theory :

(1) Economic Owverkill.—The United States did not merely slide into the
worst recession in postwar history. It was pushed into a “mini-depression”
through restrictive monetary and fiscal policies superimposed on an economy
already headed downhill. This was predictable, and many economists so warned.

(2) Lost Objectives.—Instead of the promised economic slowdown, the econ-
omy experienced a major cyclical fall. Instead of the promised balanced budget,
a massive deficit was created. Instead of spurring additional capital forma-
tion, economic overkill killed consumption and the derived demand for capital.

(3) Defective Theory.—Fighting cost-push inflation and power-bloc pressures
on prices through monetary and fiscal restriction was a perfect prescription
for major recession. The new Spencerians, (classicists or Smithians) in charge
assumed that the fiscal and monetary tools fashioned for use in a classical
and purely competitive world would work as well in a world comprised of
power blocs and extraordinary cost-push pressures on prices. They did not,
predictably.

Economic Prospects

Most economists are on a bicentennial bandwagon rolling down Route €6.
The happy consensus looks for real GNP to advance a healthy 6% and for
price inflation to slow to 69%. The CEA is on the same bandwagon, but looks
perhaps for a little more growth. But a number of cautions and caveats are
in order at this juncture:

(1) Demand Weakness.—The leading indicators have flattened the past few
months; real buying power of non-farm workers has been eroded, with real
weekly earnings still almost 5% below the level of 1972 (Exhibit 1) ; foreign
economies are experiencing a ‘“‘sputtering” recovery, which foreshadows weak-
ening of U.S. exports; a galaxy of depressants are still at work on housing
demand, including high operating, financing, and construction costs: capital
spending appears headed nowhere, possibly down in real terms: and bank loans
to business remain extremely weak.

(2) Policy Worries.—Growth of the money aggregates are far below Federal
Reserve targets. The money stock narrowly defined is just one case in point.
It advanced but 3.19% the past thirteen weeks, and 4.69 this past year. De-
flated for price rises, it fell absolutely over this entire period. The bank credit
proxy advanced only 5.89; the past thirteen weeks and 3.39, this past year.
It dropped absolutely when adjusted for price inflation.

At the fiscal level, a loss of borrowing power is forcing state and local gov-
ernments to cut growth and raise taxes, and the full-employment surplus re-
ported by state and local governments (Exhibit 2) could largely offset or ne-
gate Federal expansionary actions. That’s another cause for worry.

Yet another worry is that inflation may speed beyond the expectations of
policymakers, and induce them to restrict once again. Such a policy would be
logical and laudable if an acceleration in the pace of inflation were to be
caused by excess demand (hardly likely for a long period ahead), but would
represent the height of folly if an inflation speed-up were explained rather by
cost-push and power-bloc forces.

(3) Defective Theory—This may come into play again. That is, just as the
crowding-out thesis proved to be a phantom when applied to the capital mar-
kets, the new crowding-out proposition advanced by the CEA probably faces
the same fate. The new thesis, developed on pages 46 and 47 and elsewhere in
the CEA report, asserts that direct governmental funding and governmental
deficits to generate employment will displace private borrowers from the mar-
ket. displace private capital formation, hence displace private jobs.

This, in my judgment, is the essence of the convoluted jargon presented in
the report. Apart from the jargon, however, the substance of the argument is
spurious in the context of the present economy. The economy is still operating
with massive unemployed resources, and given accommodative policy by the
Federal Reserve, there is little risk that additional job-creating actions by the
Congress or the Administration is going to displace private investment and
private employment.
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Economic Goals

The economic goals of the Adminstration are a worry too in that major
problems would remain unresolved for years ahead. I have specific concern
over the cutbacks scheduled in the budget for training, employment, and social
:services, and for the proposed cuts in education. Just about every other sector
of the budget is headed up but these. My concern over these matters is height-
«ened when consideration is given to the employment goals of the Adminstration.

(1) The Numbers—What is our starting point? The overall employment
rate for the fourth quarter 1975 is reported at 8.4%. The rate jumps to 9.1%
when an estimate is made for labor force time lost, and to 10.6% when a
further adjustment is made for discouraged workers who have just stopped
looking for work. In other words, the additional adjustments add about two
percentage points to the base. However defined, the starting point represents
a personal tragedy for the unemployed.

(2) The Goals.—One is hard pressed to know just what the goals of this
Administration are. The Budget, for example, goes to great pains to distin-
guish between short-term forecasts of the unemployment rate as against long-
_term assumptions.

_Here are the numbers:

[1n percent]

Year Forecast Assumptions

(3) Policy and Idenlogy.—One would almost have to believe that this Admin-
istration is endorsing the Marxist prescription for capitalist management to
contain inflation. Marx argued in Das Kapital (1867) that the way to contain
inflation is to provide for a “reserve army of the unemployed”. The new classicists
must be re-reading Marx. They are so far right, they are left.

In any event, these forecasts and assumptions spell extraordinary trouble
ahead for labor, assuming these “goals” are realized. From a logical point of
view, these numbers contradict the CEA rationale for promoting jobs. The idea
is to promote moderate expansion to promote jobs, permanent jobs, over the
long-run. I should think that the period 1975 to 1981 is fairly long-run, partic-
qularly for the unemployed.

From a legal point of view, these forecasts and assumptions stand in conflict
with the mandate of Congress. That mandate, as quoted on page 158 of the CEA
report, is as follows: “The principal directive of the Employment Act (of 1946)
is that the Federal Government ‘use all practicable means consistent with its

needs and obligations . . . for the purpose of creating and maintaining . . .
conditions . . . to promote maximum employment, production, and purchasing
power.”

Query : Would the forecasts and assumptions noted here meet this directive?

.Concilusions *

(1) The 1976 Economic Report of the President and the related CEA report
will largely whitewash for past errors.

(2) In the absence of new policy shifts, and fast. a serious question is raised
as to whether even the moderate projections for the economy will in fact be
realized. In the absence of additional steps to spur employment, the outlook for
the tnemployed will remain bleak for years ahead.

(3) Many of the projections, assumptions and “goals” incorporated in the
President’s report, the CEA report, and the Budget appear to contradict the
directives of the Employment Act of 1946. Does not the Congress have an obliga-
tion to see that these directives are carried out?

2 These concluslons are spelled out in somewhat more detail in the attached reports
prepared for investment clients (Perspectives nos. 29 and 30).



233

£XHIBIT 1.—AVERAGE WEEKLY EARNINGS §N SELECTED PRIVATE NONAGRICULTURAL INDUSTRIES, 1947-75

[For production or nonsupervisory workers ; monthly data seasonally adjusted}

Average gross weekly earnings Average spendable weekly earnings, total
private nonagricultural ¢
Contract .
Total private Manu- construc- Retail Percent change from
nonagricultural t facturing tion trade 3 Amount preceding period 3
Current 1967 Current 1867  Current 1967
Year or month dollars  dollars 2 Current dollars dollars  dollars 2 dollars dollars

$68.13  $49.17 358 87 $33 77  $44.64  §66.73
6 2 2 51

67.9 53.1 6. 2 48, 67.28 8.7 0.8
70.36 63.8% 67 56 38 42 49.74 69.66 2.5 3.5
73.69 58.32 69. 68 39.71 52.04 72.18 4.6 3.6
74.37 63.34 76.96 42.82 65.79 nn 7.2 -7
76.29 67.16 82.86 43.38 57.87 72.79 3.7 L5
79.60 70.47 86. 41 45, 36 60,31 75.29 4.2 3.4
80.15 70. 49 88.91 47.04 60.85 75.59 .9 .4
84,44 75.70 90.90 48.75 63.41 79.06 4.2 4.6
86.90 78.78 96. 38 50,18 65.82 80. 86 3.8 2.3
86.99 81.59  100.27 52.20 67.71 80. 32 2.9 -7
86.70 82.71  103.78 54.10 69.11 79. 80 2.1 -.f
90.24 88.26  108.41 56.15 71.86 82.31 4.0 3.1
80.95 83.72 113.04 57.76 72.96 82.25 L5 -1
92.19 92.34  118.08 58.66 74,48 83.13 2.1 11
94,82 96.56 122.47 60. 96 76.99 84,98 3.4 2.2
96.47 99,63 127.19 62.66 78.56 85.67 2.0 .8
9s.31 102,97 152.06 64.75 82.57 88.88 5.1 3.7
100.59  107.53  138.38 66. 61 86. 30 91. 32 4.5 2.7
101.67 112.34  146.26 68.57 88,66 9121 2.7 -.1
101.84 11490  194.95 70.95 90. 86 90. 86 2.5 ~.4
103.39 122,51  164.49 74.95 95,28 91.44 4.9 .6
104.38  129.51  181.54 78.66 99.99 91. 07 4.9 —.4
102.72  133.73  195.45 82.47  104.61 89.95 4.6 —-12
104.93  142.44 21167 86.61 112.41 92.67 7.5 3.0
108.67 154.69  222.51 90.99  121.09 96. 64 7.7 4.2
109.26  166.06  235.69 95.57  127.41 93.73 5.2 -.9
104.57 176.40  249.08  101.04  134.37 90.97 5.5 -50
101.67  189.51  264.98  107.89  145.93 90. 53 8.6 -5
106.40  170.51 235,87 98.04  130.16 92.94 ¢34 6-150
106.30  170.89  244.78 98.34  131.36 92.75 11.6 —-2.4
105.46  171.70  241.78 99.03 13161 91.99 2.3 -9.4
104.15  167.42  240.24 93.30  130.91 80.91 -6.2 —13.2
105.20 17490 243.98 101.33  133.28 91,62 24.0 9.8
104.96  176.88  247.97  101.04  134.09 91.34 1.5 —-3.6
105,11  178.49  249.44 10171 13526 91.37 11.0 .4
104.37  180.05 252.17  102.36 13578 90. 68 4.7 —8.7
103.85 180.75  253.96  102.38  136.58 90. 16 7.3 —~6.7
103.64  182.80  255.99  103.03 137.42 89.91 7.6 -3.3
102.07 181.31  267.52 103.35 136.70 88.61 —=6.1 —16.0
102.26  182.03  261.80  104.00 137.87 88.67 10.8 .8
102.02 182.28  261.52  104.65  138.38 88.43 64.5 6 -3.2
101.64 181,68  256.86  105.30 138.59 88.08 1.8 —-4.6
101.48  183.61  250.58  106.28  138.73 87.93 1.2 —-2.0
10111 184.94 264,22  106.27  139.00 87.58 2.4 —4.7
101.21  185.25 264.20 107.58  146.00 91.67 ¢7.9 62.9
101.16  187.85  259.54  107.57  146.91 91.53 1.7 -1.8
100.67  189.91  265.35 107.55 147.76 91.01 7.2 —6.6
10173 192.94  267.91 108.85 149.31 91.82 13.3 1.2
101.65 194.22  268.64  108.84  149.81 81,70 4.1 ~16
101.93 19502  267.91 110.14  151.02 91,84 10.1 1.8
102.39  196.71 271,58 111,15 152,48 92.09 12.2 3.3
102.45  199.49  276.75  110.48  153.20 92.08 5.8 -1

t Also includes other private industry groups shown in table B-27.

2 Earnings in current dollars divided by the consumer price index.

3 Includes eating and drinking places.

4 Average gross weekly earmngs less social security and income taxes for a worker with three dependents.

s Monthly data are annual rates.

¢ In annualizing the rates of change, the effect of the change in tax rates at the beginning of 1974 and 1975 and in May
1975 is taken into account separately.

7 Preliminary.

Note.—See Note, Table B-27.
Source: Department of Labor, Bureau of Labor Statistics. 1976 CEA Report.
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EXHIBIT 2.—ACTUAL ARD FULL-EMPLOYMENT FEDERAL AND STATE AND LOCAL GOVERNMENT RECEIPTS AND
EXPENDITURES, NATIONAL INCOME ACCOUNTS BASIS, CALENDAR YEARS 1969-75

{Billions of dollars; seasonally adjusted annual rates]

Federal Government State and local government Combined
surplus

X Surplus X Surplus or

: Expendi-  or deficit Expendi-  or deficit deficit
Calendar year Receipts tures ) Receipts tures =) -)
197.0 188.4 8.5 119.7 117.6 2.1 10.7
192.1 204.2 -12.1 134.9 132.2 2.8 —9.4
198.6 220.6 —-22.0 152.6 148.9 3.7 —18.3
221.5 244.7 —17.3 177.4 163.7 13.7 -3.5
251.9 264.8 —6.9 193.8 180.9 12.9 6.0
288.4 300.1 -~11.7 209.4 201.3 8.1 —-3.6
283.5 356.9 -73.4 232.4 222.4 10.0 —63.5
275.7 281.1 —5.3 201.9 192.6 9.4 4.0
285.6 293.5 -1.9 207.3 199.1 8.2 .3
299.2 307.2 —8.0 213.5 204.5 9.1 1.0
293.1 318.6 ~25.5 214.9 209.0 5.9 —19.6
283.6 337.4 —53.7 221.2 215.5 5.7 ~48.0
250.1 352.3 —102.2 228.2 219.4 8.8 —93.4
293.3 363.8 ~70.5 2371.7 224.8 12.9 ~57.6
199.7 188.8 10.9 120.1 117.6 2.6 13,5
208.9 202.9 5.9 140.6 132.2 8.4 14.3
218.6 218.2 4 160.4 148.9 1.5 1.9
234.4 282.7 —8.4 183.9 163.7 20.2 1.8
271.2 263.7 7.5 198.7 180.9 17.8 25.3
323.2 297.8 25.4 224.5 201.3 23.2 48.6
340.8 348.3 -1.5 259.8 222.4 37.4 29.9
297.3 279.5 17.8 211.2 192.6 18.6 36.4
315.6 291.9 23.7 220.2 199.1 21.1 44.8
337.0 305.0 32.0 229.8 204.5 25.3 57.3
342.7 314.7 28.0 236.7 209.0 21.7 55.7
344.8 329.8 15.1 249.6 215.5 34.1 49.2
309.8 343.0 -33.3 257.3 219.4 37.9 4.6
348.6 355.3 —6.7 263.9 224.8 39.1 32.4

1 Preliminary.
2 The $9.1 Iral{llion estimated increase in overwithholding of personal income taxes is not included in 1972 full-employ-
ment receipts.

Note.—Detail may not add to totals because of rounding.

Sources: Department of Commerce (Bureau of Economic Analysis), Office of Management and Budget, and Council of
Economic Advisers. 1976 CEA Report.

Chairman Humeurey. Mr. Parks, you previously asked a very
pertinent question. Does not the Congress have an obligation to see
these directives are carried out?

Mr. Parks. That was a rhetorical question.

Chairman Humparey. It was a very good question. I might add
that we are not only having trouble with this law but with a number
of laws that the Government doesn’t want to pay any attention to.
They are deliberately ignoring them. It is constantly necessary to
take the Government to court. I have never seen anything like it. I
am not referring only to the Employment Act, because that is less of
a directive, but I pointed out yesterday that we have laws on the
books relating to the Department of Agriculture where peo;s)le in my
State had to go to Federal court to enjoin, first of all, the Secretary
in one instance and also to direct him in another instance. It was a
refusal to do anything under the law.

Now, if you as a private citizen did that, they would bring you
before the court and you are either fined or you are jailed or at least
you are humiliated. I want to say that I have never seen anything
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like it. It has become a characteristic of this Government to violate
the law. I am sorry I didn’t say it to the Council of Economic Ad-
visers and others when they were up here because this is a fact.

_ The Employment Act of 1946 does mandate that the Government
is to have policies that promote maximum employment and maximum
income and maximum production. They have policies that promote
exactly the opposite. They are lawbreakers. That is the only way
you can identify them. I know when I make statements like that,
somebody says, “You are too harsh; you are too radical,” and what
have you. But some poor soul out here, if he doesn’t have the right
kind of a staircase, OSHA moves in on him and the Department of
Labor will come right in on him and force him to put in a new stair-
well or force him to put in some exit signs or raise the ceiling or do
something that will cost a lot of money. Yet a Cabinet officer, who is
instructed by the Congress by law, just willy-nilly goes on his way be-
cause the Office of Management and Budget, who acts for the Presi-
dent says: “Well, I don’t think we ought to do anything about that
law now.”

You say it is rhetorical question but it is not rhetorical. T charged
repeatedly, and did so at the time of the Summit Conference by the
way, that this Government, that this current administration is a law
violater. I guess that is about as firm as you can get it.

I don’t know what you can do about it.

You know we had Mr. MacAvoy come in here from the CEA. He
is a decent man, and a nice man, but he was sitting here telling me
none of the employment programs are working. I think they all ought
to quit. I mean if you have a group of people that don’t know how to
make anything work, you ought to get them out. For anybody, for
any responsible public official to tell us you can’t make a public
works employment program work—not that that is the most de-
sirable way—but just to say it won’t work is just outrageous.
The whole reason is they are wedded to a religion, wedded to
a philosophy, as was said here a moment ago; namely, that you
are supposed to tolerate high rates of unemployment and high rates
of unused plant capacity and high rates of unused capital in the
name of combating inflation. That is the whole thing. I mentioned
that we not only have unused human resources in this country, which
is called unemployment or underemployment; but that we also have
vast quantities of unused capital lying dormant. There isn’t the de-
mand for capital out there in those capital markets except for the
people who don’t need the capital. The people who don’t need capital
can get it ; the people who need capital are the ones that cannot get it.

I want to give one other point for you gentlemen to think about.
Have you watched the draught in the midwest? Do you know what is
going to happen to the winter wheat crop? No one figures these
things into these computations. I am here to tell you that there is a
disaster underway. We are having duststorms. We are having massive
movements of topsoil, which is killing off a lot of the planting. It
cuts it right off. The duststorm cuts the plant right off like a knife.
Tt is now estimated that our winter wheat crop will be anywhere from
20 to 30 percent below the projections. Has anybody realized what
the means to food prices? When you have a bad winter wheat crop
and you have low subsoil moisture, you also run the danger—and I

74-582—76—pt. 1——16
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don't see it will happen but you got to look at the possibilities
ahead—the danger of having poor grain crops. Generally, dry seasons
in the winter are followed by early frosts in the fall.

That is a factor that has to be considered in here and also the
wage settlements that are coming up. What makes anybody think the
labor movement is going to be peaceful and quiet in the big wage
contracts that are coming up this year? I believe some of the big
ones are coming up in 1976.

Mr. NarrHAN. Yes, very big.

Chairman HoumprreY. Do the auto contracts come up this year?

Mr. NatuAN. Yes, autos.

Chairman Humparey. And steel? No, they don’t come up here.

Mr. Naruax. Rubber.

Chairman HumeHREY. Rubber comes up here so this another factor
that 1s in the picture that relates to employment and inflation.

Mr. Burress, you presented—well, I won’t say novel but a lot of
thoughtful comments—and I noted down here your thesis, so to
speak, and your thesis was in the first paragraph of your statement;
namely, you state: “How the consumer reacts to income change in
recessions and recoveries.” If I have it right, what you are saying is
that when income is low, the savings are high and the spending is
low?

Mr. Burress. Right.

Chairman HoumpuREY. You are also saying when incomes are
higher savings are less, and spending exceeds income ¢

Mr. Borress. Not guite. It is not that spending exceeds income but
that the increase in spending exceeds the increase in income. So sav-
ing is still positive. But during these periods of recoveries, given an
increase in income, say $100, spending increases by say $120. Hence
saving goes down by $20. But spending remains less than income and
saving remains positive.

Chairman Hompurey. Yes, T didn’t state it exactly. So your
thesis is that it is like a built-in tax reduction under those conditions,
under the latter conditions? Namely, that there is money released
and that there is spending power that goes out and stimulates the
economy, correct ?

Myr. Burress. Let me start by saying this. When, as a student in
1958, I searched the data to find out why they were inconsistent with
accepted Keynesian theory I was being taught. The one single vari-
able—the one single set of statistics that seem to be related, to the
pattern of inconsistencies, Mr. Chairman, was savings by installment
debt. If you remove from the data on personal savings, the saving
and dissaving by consumers through installment debt, then the ad-
justed data are consistent with our textbooks and what our forecast-
ing models forecast. So, I focused research on the installment debt
data to explain the inconsistencies. Turning now to your question, the
way this works is that when you have a recession, especially a severe
recession, like 1974, you get a predictable 4-year pattern of decelera-
tion and acceleration of predetermined repayments. These repayments
decelerate in the first year of recovery, like 1976, and provide a stim-
ulant for the economy. I am sure this has been what has been at
work, especially in the automobile sector, making that sector as
strong as it has been this year. But then in 1977, once you have picked
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up this new borrowing and especially if borrowing fell 3 years earlier,
as it did fall sharply 8 years before in the 1974 recession—these
variables cause an acceleration of repayments that acts like a tax rate
increase. This retards expansion. The third year after a recession, Mr.
Chairman, the restraint is systematically maximized. We can expect
this in 1978. So, it works both ways. In other words, it sometimes
acts as a tax reduction like 1976, stimulating the economy. But at
other times, like 1977 and 1978 it acts like a tax increase restraining
the economy.

Chairman HumpHREY. Now, in this panel, Mr. Ackley, I gather
that you felt that the growth of real output as projected by the
.CEAand your projections were somewhat within the same ballpark,
that is you thought they were slightly more optimistic than
youlis?——but your projections were somewhat within the same ball-
park?

Mr. Ackrey. Yes, they were appreciably more optimistic than
mine. 1 tried to bring together the other forecasts that I know about.

Chairman HuMPHREY. Yes.

Mr. Ackrey. And I would say generally, Mr. Chairman, that the
Council’s forecasts are somewhat more optimistic than the prevailing
view. In fact, I know of but one forecaster, whose work I respect,
who has a stronger forecast.

Chairman HusmpareY. Now, you have Mr. Burress here who thinks
‘you are going to have

Mr. AceLEY. Yes, now there are two.

Mr. Burress. Well, you know, all you can say is if the consumer
behaves in this recovery the way he has in every other recovery, you
are going to get some $20 billion more in spending than is currently
projected.

Chairman Humpurey. Yes, I am simply noting that there is this
intangible factor of consumer confidence or whatever you wish to call
it that has tremendous impact. It may very well be that you get a
little more upbeat this year because of the willingness of the con-
sumers to spend. I think the stock market jumped. Without going
into why it jumped it has an impact on the average citizen. From
my conversations around, for examples, during the last couple of
weekends back talking to my constituents, without them knowing
what is really happening in the stock market, but still they would
come to me and say; “well, it looks better doesn’t it? The market is
up? What do you think?” I was out to our Minnesota Industry and
Commerce Association, I was with some of our friends in the labor
movement, I talked to another group in northern Minnesota recently.
T talked to the people in the journalism profession and in business,
you know, in the main street type of business. Many of them
indicated to me, and in fact the general line of thinking was that
“well, it looks better.”

Now, whether that has any impact on what their decisions will be,
I don’t know, but at least it is a psychological upbeat.

Now, Mr. Parks, you agree with the forecasts of the CEA?

Mr. Pargs. I agree under two assumptions: That there is quickly
a stepup in monetary growth. Monetary growth is lightyears below
its targets right now. And deflated for price inflation, monetary
growth is negative over this past year. And I would argue that in
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the absence of some additional fiscal stimulus, we will not get the
numbers the CEA has in mind.

Chairman Humprrey. I hear the bell. T have a piece of legislation
down there that somebody is trying to derail. I have to keep one
ear to that buzzer. Excuse me.

Mr. Pargs. I don’t know why I am complimenting Mr. Nathan so
much todaI,y, but when I talk about abortion possibilities, of the
economy, I have in mind once again, Mr. Chairman, that for the
eighth time in the postwar years, that if the inflation rate should step
up substantially beyond the expectations of our policy managers, say
late this year or early next, they could restrict once again and throw
this economy into a recession. And this gets into, one, economic
theory; and two, economic policy. And Mr. Nathan, I think, is per-
suaded, and I am also persuaded, that the inflation that we ex-
perienced has nothing to do that I can find with excess demand now
or probably for 3 or 4 years ahead of us.

Mr. Ackrey. Please add my name to your list.

er. Parks. But it has a lot to do with that wheat you talked
about.

Chairman HumprareY. Yes.

Mr. Parxs. It has a lot to do with the cold wave we have just ex-
perienced, which I understand is knocking up the price of crude oil.
It has a lot to do with power blocks. I mean it has a lot to do with
oligopolists who wear white sheets and the domestic ologopolists who
wear Hicky Freeman suits. Inflation has a lot to do with frantic
power struggle among power blocks.

You mentioned labor as a power block. It has a lot to do with the
insistence on the part of the business community to try to lift the
rate of return on capital, Mr. Chairman, that will begin to match the
celestial costs of capital. And it is this terrific struggle among the
power blocks, and the special forces, that generate inflation.

Chairman Humparey. Which brings me to this. Unless there is
another power block in the public interest——

Mr. Parks. The government.

Chairman Humparey. Namely, the government, the White House,
backing up the Wage and Price Stability Council, which it doesn’t
do—T mean for all practical purposes the Wage and Price Stability
Council is like the bastard child at a family reunion. It is way off on
the side and no one wants to admit paternity. As a matter of fact,
no one wants to even bring them into the friendly social circle. They
are just off over there and left on their own. We come up here and
we have the Council of Economic Advisers talking to us about in-
flation and they never mention the Wage and Price Stability Council.
They did not mention it once. I had to bring it up myself, you know,
and indicated that first of all, the Council never used its subpena
power, I picked on the Council a little bit but I think I was in error.
I think the Council has tried to do a little something but has not
had any help. If you are not going to have controls, which I person-
ally don’t want us to have, then I think you have to have this in-
vestigative work on the part of the Council, you have to have the
Council on top of these wage-price settlements, you have to have
them on top particularly of these built-in administered prices, and
you have to have the White House behind it.
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I will never forget Lyndon Johnson’s kind of jawboning. He
knew how to jawbone friend or foe. Of course it isn’t just jawboning.
That is really a misname. What it really means is the the President
of the United States, that his officers of government must put their
prestige and their power behind the public interest and say: “we are
not going to let there be a big ripoff here because at least we are
going to expose it.” Today we have the top officials in this govern-
ment coming before committees like this indicating that for all prac-
tical purposes there is none of this going on.

It is just incredible. Senator Proxmire has gone through the in-
creases 1n prices time after time in this committee, the increases in
prices in certain categories of our industrial plant and pointing out
that there is no excess demand, there is no pressure of demand, but
yet prices go on up. They haven’t even negotiated a new wage con-
tract yet prices go on up. The government just sits back here and says
“ho hum.” T mean this will make Rip Van Winkle look like a bundle
of energy.

Mr. Burress, do you want to get in on that ?

Mr. Burress. Mr. Chairman, I want to throw out 2 comment on the
question about the projected reductions in the rate of unemployment.
I didn’t get a copy of the Economic Report, but in general the stand-
ard forecast is for the rate of unemployment to fall say to 7 or 714
percent by the end of 1976. It may do so because of the stronger re-
covery I am projecting for 1976. Here is one of the things that con-
cerns me. There 1s a serious inconsistency in the models at this point
in time. The models I understand the Council uses—such as DRI
and Chase Econometrics—have real GNP toward the end of 1976
back at the same peak level recorded at the end of 1973. Okay? We
had quite a decline in output per man-hour, Mr. Chairman, in the
private sector during this recession. Now these same models have pri-
vate output per man-hour at the end of 1976 back where it was at the
end of 1973. Clearly this must suggest that at least for private GNP,
it is going to require no more workers or man-hours to produce our
private GNP at the end of 1976 than it did at the end of 1973. At the
end of 1973 we had a 4.8-percent unemployment rate. Qver those 3
years we will have added 6 percent to the labor force. That gives
you a 10.8-percent rate of unemployment at the end of 1976. Now, you
must reduce this by adding in the Government workers. But this
gets the rate down to not less than 9.5 percent. I questioned each of
the forecasting services about this inconsistency: Wharton, DRI,
UCLA and Chase Econometrics. No one said they could explain this
inconsistency. In general, their response was “yes, the unemployment
numbers that the model produced were too high.” And one of them
admitted—and this is on the record because I had permission to print
this in my column: “We fudged. We just added 400.000 workers to
get the unemployment rate down where it should be.” A second said
essentially the same thing.

So what I am saying is that if productivity should rise the way it
is projected, then there is less hope for getting the unemployment
down anywhere near the levels that are projected by the CEA and
others.

Chairman HumpeREY. Gentlemen, I have a serious problem. I have
to go over to the Senate floor. I am terribly sorry that I have to in-
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terrupt this hearing. I thought I had a Senator over there to handle
this bill but apparently not. This is an embarrassing moment but I
have no choice because legislation comes first. I want to thank you
all very much for your testimony and your time. It has put a great
burden upon you but you have been very helpful to us i advising
us on this.

You know we had I think this morning some of the best testimony
we have had. It is regretable that we were unable to more closely
examine what your observations are. I know how terribly busy you
are and I really hesitate to ask you to do something more than you
have but you can do this as a public service—and I ask it as a public
official—because I have so many questions I want to ask you. I think
what I will do is to take out of the questions about three basic ques-
tions and send them to each of you. If over the next 10 days or so-
you could give us the benefit of your counsel, we would appreciate it.

I wanted to ask a little on the rate of monetary growth and mone-
tary policy. I surely wanted to ask a little more on the budget policy
and on these job creation programs.

I notice that you, Mr. Ackley, were somewhat concerned about
public job creation programs. Now, I am too. I don’t think they are,
you know, as productive as I would like. I feel like Bob Nathan, that
1s, that we don’t have too good alternatives. We have the alterna-
tive—and I’m speaking now about the immediate sitnation—we have
the alternative of public service jobs that could at least give some
contribution to the general well-being or no jobs. There is a real
serious problem ahead of us with the ending of the unemployment
compensation benefits. If they end, yvou will have about 1 million
workers who will have exhausted 65 weeks or more of unemployment
compensation benefits. Of course the State funds, many of them are
totally out. In the Federal Government you are in a real sense fed-
eralizing the whole thing with direct appropriations from the:
Treasury.

So if you don’t mind, T will see that you get two or three ques-
tions like this. Also on the recovery targets I have some questions
on that.

Let me take 1 minute. Do you have anything further you would
like to add, Mr. Ackley?

Mr. Acgrey. I think T agree with almost everything that has been
said at the table today. If T summarize, T would be merely repetitive..

Chairman Humparey. Mr. Nathan.

Mr. Naraax. Not really. Let me add some things in response to-
your questions,

Chairman Humenrey. Quickly, do you think the Federal Reserve:
Board is keeping abreast of these developments? )

Mr. Natuaw. I think the Federal Reserve Board’s monetary poli-
cies are pretty much the same as the fiscal policy ; namely, “let’s move
up but be careful, careful, careful, careful.” It is “you know, let’s
lean on the down side.” And T think there are two things wrong
with it: one, I think it is an illusion that this is going to bring price
stability ; second, it is just going to continue a fantastic waste of re-
sources, of unemployment, and a large GNP gap and a much bigger
deficit.

Chairman Humenrey. Mr. Ackley.
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Mr. Ackrey. I don’t think monetary policy is nearly as important
as fiscal policy. At the moment, I don’t think what the Fed is doing
1s making very much difference. It could toward the end of the year.
As business activity recovers, it might very well require a faster
rate of monetary growth than the Fed will be providing; and at that
point they should provide it.

Chairman HumparEY. Mr. Burress?

Mr. Burgess. Well, I have the opportunity to interview for my
column, Mr. Chairman, Federal Reserve officials frequently. And one
thing that is very clear: None of us know for sure what is making
the money supply behave the way it has.

How GNP could grow in the second half of 1975 nearly eight times
as fast as the money supply as interest rates fell is a question that
remains unanswered. It bothers all of us.

In other words, there is just a lot of questions here where we don’t
know the answers. Yet we must give these questions hard and careful
thought and I look forward to receiving your letter and questions.

Chairman Humpurey. Yes, we will be very specific in our
questioning.

Mr. Parks.

Mr. Pargs. Just one comment. I don’t think we are dealing with
economics at all. T think we are dealing with ideology. I think we are
dealing with the economists who have responsibility for establishing
policy and carrying through policy and who are right out of the 19th
century: who look at a competitive classical model that does not
exist. The case has not been demonstrated at all that the slow growth
program or the no growth program, as it might turn out to be, is
going to solve the problem of inflation even though the costs are
immense.

Chairman HumparEY. Just a professional question. Mr. Ackley,
you were the former president of. the American Economic
Association ?

Mr. AckLEY. No I was vice president.

Chairman Humpurey. Well, you didn’t do any better than I did.

[Laughter].

Chairman Humpurey. You know now when judges are appointed,
the President gets some recommendations from the American Bar
Association. He is not compelled of course to abide by those. The
State governors frequently do this. What would you think about
having some sort of professional committee of your economists mak-
ing some recommendations on economic appointments? Does that
make any sense?

Mr. Ackiey. It makes sense but whether you could persuade them
to do it, I don’t know. I rather doubt it.

Chairman HumpHrEY. You mean persuade whom to do it?

Mr. AcrreY. The economists.

b Ch}'(ll%rman Humpurey. You mean they are a rather individualistic
unch ¢

Mr. AckrEy. Well, it is worth thinking about.

Mr. Nataan. It is worth thinking about but one of the problems
I think that was just raised here by Mr. Parks is very true. It is an
ideological problem. And I couldn’t imagine Gardner Ackley or
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Walter Heller getting along with President Ford or vice versa for
more than 24 hours.

Chairman Humearey. Thank you gentlemen. That concludes this
morning’s session.

[Whereupon, at 12 p.m., the committee recessed, to reconvene at
2:45 p.m., the same day.]

[The following questions and answers were subsequently supplied
for the record :]

RESPONSE OF (FARDNER ACKLEY TO ADDITIONAL WRITTEN QUESTIONS POSED BY
CHAIEMAN HUMPHEREY

Question 1. Economic Outlook 1976: The Commerce Department survey of
business investment plans indicates a drop in business investment of about 4
percent in real terms. The CEA predicts a 4 to 5 percent increase. I am in-
formed that the Commerce survey has a good “track” record. Why should we
expect it to be wrong by as much as 8 or 9 percent this year?

Answer. As I indicated in my testimony, I believe that CEA is predicting
an 89, real increase in plant and equipment investment in 1976, even higher
than your question indicates. I think that an 89, gain is a somewhat optimistic
forecast, although I do expect a solid rise in investment this year. However,
I find even less plausible the second successive large increase in real invest-
ment which seems to be implied by CEA’s forecast for 1977. Perhaps I should
say, rather, that I find it implausible given the fiscal policies proposed in the
Economie Report and the Budget.

Question 2. Recovery targets: With the unemployment rate at 8.3 percent
in December, it would require about 8 percent real output growth to reduce
unemployment to 7 percent by the end of this year. Another 7 percent growth,
roughly, would be required to bring unemployment to 6 percent by the end of
1977. Do you regard such growth rates as desirable? Attainable? Would growth
in the 7 to 8 percent range this year and next be inflationary?

If you do not endorse these targets, what targets would you propose?

What fiscal and monetary policies are needed to attain these targets?

Answer. I regard the growth rates of 8% in 1976 and 7% in 1977 as highly
desirable outcomes. I doubt that any policy changes initiated now could
promise the attainment of 89, growth in 1976—although it is not completely
outside the range of probability that an 89, real output growth might occur
anyway this year. Policies could be still adjusted to aim for 79 or 8% growth
in 1977, with roughly equal chances of over-shoot or under-shoot. Such rates
of output growth would add very little to whatever inflation would have
occurred with a slower growth rate.

Question 3. Budget policy : The cost of maintaining the present level of Fed-
eral government services in real terms in fiscal 1977 would be about $420 to
$425 billion. We have come to call this the “current services budget.” Would
you regard this as about the right amount for the Federal Government to be
spending in FY 1977? How much would you add or cut? If spending were to
be at this level, what tax policy would be needed should the tax cuts presently
in effect extended? Enlarged?

Answer. Whether a budget for fiscal 1977 or $420 to $425 billion is the right
figure depends not so much on fiscal policy objectives as it does on social goals
and political preferences, including—an important measure—one’s views about
what ought to be spent for national defense. Almost any size budget can be
compatible with almost any desired fiscal policy, if tax rates are properly
adjusted. Although I have not made careful calculations (not having a big
econometric model for simulation purposes), I believe that with a budget of
the size specified, the tax cuts now in effect should still be extended, although
T am not sure whether the proposed enlargement of these cuts (beginning in
the second half of this year) would be necessary in order to achieve the real
growth targets referred to in question 2.

Question 4. The Administration estimates that the full employment budget
will move from a deficit of $16 billion in fiscal 1976 to a surplus of $3 billion
in fiseal 1977. If examined on a quarterly basis, the swing would be even more
dramatic. Is a budget swing of this magnitude desirable at this early stage
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of the recovery? What would you recommend with respect to the full-employ-
ment budget? Would you allow it to remain in deficit for the time being? Move
it slowly toward surplus? What? -

Answer. As indicated in my testimony, the sharp shift from a 316 bllhqn
full employment deficit in fiscal 1976 to a surplus of $3 billion in fiscal 1977 is
not desirable. I would allow the full employment budget to remain in deficit,
although planning slowly to reduce it, with the goal of moving into surplus as
the unemployment rate approaches 5%. However, such a plan ought to be ad-
justed in either direction to whatever extent appears necessary to assure neither
too slow nor too rapid an approach to the 59, unemployment level.

Question 5. Monetary policy: I am puzzled by the recent behavior of the
money supply and interest rates. Interest rates have dropped noticeably in the
last few weeks, yet the money supply has not grown at all. Bank loans to busi-
ness have again begun dropping. What does this tell us about the state of the
private economy and the demand for credit? Is the economy weaker than we
think ?

Are you satisfied with recent Federal Reserve policy? The Fed has failed to
meet even the bottom of its 5 to 7Y% percent money growth range. Now they
have lowered the bottom of the range to 41 percent. Does that represent the
kind of policy stance that will give active support to a possibly faltering
recovery ?

Would you express your monetary policy recommendations for the coming
vear in terms of money supply or interest rates? Or both? What would be your
specific recommendation?

Answer. The behavior of the money supply and interest rates you have de-
seribed is indeed puzzling; but I have never believed that the money demand
function was highly stable. I do not interpret it as meaning that the economy
is weaker than we thought, if that meaps an unemployment rate higher or a
GNP level lower than the current short-term expectation. I have no problem
with recent monetary policies so long as interest rates stay where they are,
and recovery continues. I don't care whether monetary policy objectives are
expressed in terms of money supply growth or interest rates; more fundamen-
tally, they should be expressed in terms of supporting a desirable expansion of
output and employment. I do not know—in advance—what money growth is
necessary to achieve this (and neither does the Fed). But any appreciable run-
up in interest rates later this year would surely threaten its achievement.

Question 6. Inflation: The Administration is projecting a 6 percent inflation
rate both this year and next. Can’t we do better than that? The CEA Report
makes no reference to the Council on Wage and Price Stability. It is as if they
never heard of them. Yet it was President Ford who created the Council on
Wage and Price Stability. Would you comment please on the type of price-
wage policy we need in this year of rapidly rising profits and important collec-
tive bargaining negotiations?

Answer. My own forecast is for 49 to 8% range of inflation, reflecting my
greater uncertainty about our ability to predict price level changes. We could
aim for a lower range of price increase, but we have to consider the costs. Cer-
tainly, trying to achieve it by extra unemployment would not be worth the cost.
A vigorous price-wage policy to lower the expected inflation rate has certain
political, and possibly economic, costs; but I think they are small enough to
be worth assuming. However, given this Administration’s basie political atti-
tudes, it is a waste of time to urge it.

Question 7. Social security tax: Virtually the only new policy proposal con-
tained in the President’s budget is a request for an increase in the social secu-
rity tax rate. Assuming that the social security system needs additional financ-
ing (which has yet to be clearly demonstrated) do you feel this can best be
achieved through an increase in the tax rate, an increase in the wage base, a
transfer from general revenues or how? How serious would the social security
tax increase be in terms of adding to inflation (it raises labor costs) and in
terms of discouraging growth of employment?

Answer. Some transfer of social security financing to general revenues is
long overdue. The Payroll Tax is a miserable tax; its importance in our tax
system has already more than doubled in recent years, and should not be al-
lowed to increase further. For the long run, we should plan to integrate the
Payroll Tax into the Personal Income Tax.
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AFTERNOON SESSION

Representative Mooraeap. The Joint Economic Committee will
‘please come to order. We have with us today Mr. Ear]l Butz, Secre-
tary of Agriculture, and Mr. Elliot Richardson newly confirmed
Secretary of Commerce. I have just a brief opening statement this
afternoon. We had an interesting session this morning with top
private economists on the economic outlook. One of the major points
that they all stressed was the need for a good harvest this coming
-crop year if we are to succeed in holding inflation in retail goods
prices and consumer prices generally under control. There is every
indication from your department’s own data, Mr. Butz, that farmers
are trying to maximize production.

As of January 1, for example, wheat planting intentions are 5
percent above last year’s level. Prospective acreage to be planted in
corn is up 4 percent. With fair weather and if these intentions are
realized, and I am emphasize that, we have a good chance of holding
inflation in retail food prices at 4 or 5 percent this year, which is
much better than 14.5 percent in 1973 and 1974, and is below 1975’s
‘8.5 percent.

Last year, we saw similar intentions. Prospective plantings were at
record levels, and despite target prices and loan levels well below the
level of variable production costs, still we did have record plants.
TFarmers gambled that they would not need to resort to inadequate
price supports. Farmers gambled because reserve levels of carryover
-stocks were at an 18-year low. Even a bumper harvest, they correctly
-decided, would not force commodity prices below production costs.

However, it is not the same this year. We largely rebuilt our com-
modity stocks. Farmers, therefore, have a lot to lose if we have
-another bumper crop. Mr. Butz, my fear is this, without a loan rate
at least equal to production costs and with stocks now rebuilt. well,
I am concerned that farmers will not go all out. They will play it
safe and not seek to maximize production. If they reduce their plant-
ings or if they do not go all-out, their prices will go through the
floor. And it is certainly a good possibility, despite optimistic spring
planting intentions, there will be another sharp run-up in retail
prices next fall. T will be discussing with you shortly the possibility
of increasing these target prices and loan levels, as we tried to do
last year about this time.

Mr. Richardson, it is particularly nice to have you here before the
Joint Economic Committee. I believe it is for the first time, even
though you held many high offices in this Nation. I particularly
welcome you today. I remember with great pleasure being with you in
England at your just-immediate incarnation before this one. And I
welcome you back to the United States. But, I think, well, I am just
pleased to see that you have this new assignment, even though I
won'’t be able to go and visit you in England again.

I know that you have just taken over as Secretary of Commerce
and it takes time to acclimatize one’s self to new situations, but I
know that you are an old hand in Government and can give us a
good perspective of how the economic policies of the Government can
be expected to proceed. I note from your prepared statement that you
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that inflation is our No. 1 problem and is the most corrosive of dis-
eases and the most insidious and is a malignancy that will feed upon
itself. You do go on to talk about unemployment as a “tragic waste”
but you are against creating jobs with public funds.

And one of the things that we want to know is, as you say, and
other administration witnesses have said, that we must provide the
proper climate for investment. We hope to have a chance to discuss
these priorities with you later.,

Before I yield to Mrs. Heckler, I should state that we do have the
Natural Gas bill on the House floor today, and we may have to inter-
rupt from time to time because of votes. We will try to keep that to
a minimum to avoid imposing on your time unnecessarily, but I hope
you will understand it. I would expect to hear first from Secretary
Butz and then follow that immediately by testimony from Secretary
Richardson. At that time, the committee would like to then address
questions to both of the witnesses. The witnesses, in accordance with
standard procedure, can either read the statement or highlight it.
But, in any event, your prepared statements in full will be, without
objection, made a part of the record. And I understand, Secretary
Richardson, you have a longer statement than your intended oral
presentation. That will also, without objection, be made a part of the
record.

Mrs. Heckler.

Representative Hecrrer. Mr. Chairman, I do not wish to prolong
this hearing, in view of the fact that we have a very serious business
on the floor and our witnesses have very important considerations in
their own offices. I would like, at the outset, to express my apprecia-
tion to both members of the Cabinet for appearing here at a unique
session. It is very rare that the Joint Economic Committee meets on
this side of the House, or rather this side of the Capitol, I should
say; however, it will be a pleasure to hear your testimony. And I
look forward to listening to you.

Thank you.

Representative Moorurap. Secretary Butz.

STATEMENT OF HON. EARL L. BUTZ, SECRETARY OF
AGRICULTURE

Secretary Butz. Well, Mr. Chairman, and Mrs. Heckler, I am glad
to hear you say it is very rare the committee meets on this side of the
Capitol, because my card said we were meeting over on the Senate
side. We went over there, and somebody said, “No, today they will
be on the more important side of the Capitol” so we quickly hurried
over here. We didn’t ask which side that was.

Representative Hecrrer. Well, T agree with that assessment.

Secretary Burz. Mr. Chairman, I would like to file my statement
to have that placed in the record, and make a brief oral synopsis of
the high points that affect agriculture’s impact on the economy
generally.

Representative Moorueasp. Fine, please proceed.
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Secretary Burz. We are operating now in the third year of the
Agricultural Act of 1978. This act followed the Agricultural Act of
1970. And under the two acts, and especially under the second act,
we have expressed a complete turnaround in agricultural policy in
this country and one that I think is as anti-inflationary as any agri-
cultural policy we followed in the last 40 years in this country. I say
that because the emphasis of current agricultural policy is on full
production. And in my book, at least, if there is any anti-action for
inflation. it is full production; it is plenty of whatever you have to
put on the market. That is the thrust of agricultural policy at the
present time.

As you indicated, our farmers have responded marvelously the
last 2 years. Their intentions in 1976 are again to respond for a full
production, and given anything like the average growing conditions
m 1976, we will achieve that—we will again have plenty.

‘With this has come much less dependence on Government than we
had previously in our agricultural policy and much more market
orientation than we had before. T think it has paid off well. T think
it has paid off not alone in terms of full production, but also in terms
of farm income.

Our farmers have just finished the third year of the highest net
farm incomes on record in the United States. The best we could do
previous to these last 3 years was $18.2 billion of total net. Now, that
is after production expenses. That was in 1972. In 1973, that figure
rose to about $33 billion. And in 1974 it was around $26 billion. We
fl;ﬁl_’b have the final figures yet for 1975, but it will be around $25
hillion.

It is too early, of course, to predict with any degree of accuracy
what the figure will be in 1976, but we anticipate it should be again
around that level. So, from our farmers’ point of view, in the aggre-
gate they have experienced during these 3 years, and will experience
in this next year, a high net farm income.

Some other factors have contributed to this. And I think signifi-
cant developments have occurred. We have substantially reduced the
cost of Government programs to the Treasury. As recently as 4 years
ago, we were spending $4 billion a year in payments to our farmers.
That has now been reduced to where it was of the magnitude of $0.8
billion last year. Much of this was for disaster payments where we
had crop failures, flood, or droughts, as the case may be. During peak
inventory periods of the 1960’s we were spending about $1 million a
day just to store commodities we had. This has now been reduced
virtually to the vanishing point.

So that we have substantially gotten the Government out of the
commodity business, and it no longer competes with our farmers.
We have also substantially increased our exports. Three years ago
or 4 years ago, our exports were $7 billion. Last year, they were
just under $22 billion. We have virtually tripled our exports of agri-
cultural products from this country. We think the exports in the
current year will be in that range of $22 billion or perhaps a bit
more. Qur physical volume of exports will be up this year over last
vear, of course. The dollar value will be, as I say, in the magnitude
of $22 billion or more again this year.

Our agricultural imports run substantially less. We imported
about $10 billion of agricultural commodities last year. That is half
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the sugar we eat, coffee, tea, and things like that. This means that
agriculture made a net plus contribution to our balance of payments
last year of $12 billion. This is very significant, I think, Mr. Chair-
man, in view of the fact that our overall trade balance last year, as
reported by the Commerce Department, was a $11 billion-plus. And
now I want to remind my colleague sitting next to me, as he assumes
the new responsibilities of the Department of Commerce, that of the
$11 billion-plus contribution to foreign trade last year, Mr. Richard-
son, overall agriculture made a contribution of $12 billion. I give
him this, just so he never forgets the overall importance of this figure,
when you get your figures out, Secretary Richardson.

We have, I think, made substantial progress in rural development.
We have very markedly slowed the exodus of population from rural
areas. As a matter of fact, if you take rural areas, including the
small town parts of America, the population flow has reversed in the
past year. We had some reduction in the numbers of farms last year
in America. We reduced about 22,000 farms in America last year.
While we decry the reduction of even 22,000, the numbers of farms
are substantially better than the approximately 100,000 per-year re-
duction we were experiencing in the last 4 or 5 years of the 1960’s.
This has been markedly slowed down. We brought, I think, a new
sense of belonging, a new sense of importance to rural America. Our
farmers feel it and our rural businessmen feel it as evidenced even in
the increased enrollment in agricultural schools in our land grant
colleges. In the last 2 years, these schools have been areas of the most
rapid expansion of many of our land grant colleges, which is just
another factor reflecting the renewed confidence in rural America
and the renewed sense of belonging and sense of opportunity in this
whole agricultural area. It is all tied together, it seems to me,.

You mentioned food prices, Mr. Chairman, and they have been
substantially slowed. We did have a substantial rise in food prices
from 1973 to 1974, as you pointed out, the average annual increase
was approximately 14.5 percent. The annual average increase was
approximately 815 percent from 1974 to 1975. At the present time,
we project an average increase in food at retail in the year ahead—
and that is average 1975 to average 1976—of approximately 414
percent. Much will depend, of course, on the kind of production we
have in 1976, but that is our present projection.

But, let me hasten to point out, Mr. Chairman, that of those in-
creases, approximately three-fourths of that increase occurred after
food left the farm. It represents increased costs of processing and
distribution; it represents increased fuel costs; it represents trans-
portation costs. The fact that we slowed our trucks to 55 miles an
hour, for example, has added to the food bill. I cite that simply as a
case in point. Much of it is increased labor costs. Much of it—and I
am sorry to have to sit here and say it—much of it is the result of
the restrictive practices that have been written in the labor-manage-
ment contracts in many sectors of the food line, whether processing
or distribution, as the case may be.

But again, I want to point out that approximately three-fourths
of this increase occurred after food left the farm. At the present
time, our farmers get about 42 percent of the consumers’ food dollar.
We are all prone to chase that 42-cent rabbit, but I think we ought
to be chasing the 58 percent rabbit, where the real pay dirt is, to look
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for efficiencies in that area. But the important thing, as you pointed
out, Mr. Chairman, is that we are going to have a much smaller-
Increase in the next year. I think the increase in retail food prices
in the next year will be less than the increase in the Consumer Price
Index generally. They will be less than the increase in the wholesale-
price index. They will be less than the increase in average wage in-
creases, as we now project them.

I presume from the standpoint of the overall economy, Mr. Chair-
man, you may regard that as at least a healthy factor or at least an
anti-inflationary factor. And T think it is fair to say that our farmers:
are a major anti-inflationary force in this country, because they are
in a stance of full production. And they are going to be that again
n 1976, as you pointed out.

Now, their intentions are to plant approximately 2 or more million
acres in 1976 than last year. Those, of course, won’t be the best acres.
The best acres are already under cultivation. We are going to have
an increase in corn acreage this year. We are going to have an in-
crease in wheat acreage, as you pointed out. But the condition of’
winter wheat is such that our total wheat crop may not be quite as
large as last year, when we had a record crop of 2.1 billion bushels.
Our crop this year will probably be in excess of 2 billion bushels,
which is a large wheat crop, especially when you consider that our-
domestic requirements for wheat, including that we eat and that our-
domestic requirements for wheat and that we use for feed and that
we use for seed and industrial purposes, those figures are only about
700 million bushels. We produce nearly two or three times as much
as we consume domestically. Our soybean acreage will be down some-
next year. Our cotton acreage will be up.

Next, just a word about livestock. We are going to increase our
pork market some next year. We were short last year in pork. We had’
the lowest per-capita pork consumption in some 40 years, which re-
flected the very short corn crop we had in 1974, Hog numbers are:
picking up some. Cattle slaughter will continue at a pretty high
level. We just finished our year of the highest per-capita availability-
of beef on record.

Our January 1 estimate of cattle numbers on farms was just re-
leased last week. It showed a decrease of over 8 million head. That
is the first time in some years we showed a decrease in cattle numbers
and that makes adjustment to the very rapid buildup in numbers we
had over recent years. I think this foretells better economic condi-
tions for our cattle farmers in the years ahead, Mr. Chairman.

We are going to have a good year in 1976 for hog producers. Dairy
has come through several months prices substantially above a year:
ago, with feed costs down from a year ago. Our dairy production is
increasing some. I think dairy will be in a fairly stable position in
the year ahead.

So looking ahead for the year ahead, I am reasonably optimistic.
Looking further down the road, Mr. Chairman, I think the world’s
number one problem in the 25-year context is to be able to increase-
food production enough to feed 80 percent more people by the end
of this century than we have now. We have right now approxi-
mately 3.8 billion people in the world. Projections are that we will
have 7 billion people by the end of this century. That means in this
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next 25 years we must learn somehow how to feed almost as many
more people as we have learned to feed since the dawn of history.
This is almost a frightening challenge for the whole food industry,
both here and around the world.

We can meet it, I think, if we continue to give agriculture top
priority; if we continue to support research and innovation; if we
can move agriculture higher up on the priority scale of some of the
developing nations and it has been so that instead of adding a new
jumbo jet to their national airlines, Mr. Chairman, they will put
their investment in a drainage plant or a fertilizer plant or some-
thing like that. I think we must address ourselves to these problems
promptly if we are not going to be caught short of what I think is.
the world’s number one problem. That is all the statement I care
to make. Thank you.

Representative Mooraeap. Thank you for a very eloquent state-
ment, Mr. Secretary. )

Your prepared statement will be printed in the hearing record.

[The prepared statement of Secretary Butz follows:]

PREPARED STATEMENT OF Hox. EarL L. Burz

Mr, Chairman and Members of the Committee: I am happy to meet with
you today because there are many good things to report. Not only for last
year’s results, and this year’s prospects, but also in respect to trends of the-
past several years.

To gain a perspective on those trends, think for a moment about the changes.
in American agriculture since 1971. Farm net income has nearly doubled.
Farmers’ assets have jumped by over two-thirds. Exports of farm products
have nearly tripled. The huge government grain surpluses have disappeared.

It wasn’t long ago that farmers were kept in a constant quandary, won-
dering if and when somebody in Washington was going to unload some of that
govenment-held surplus on the market, driving low crop prices even lower..
Now farmers can judge for themselves whether to sell their grain now or hold
it a while longer.

No single reason accounts for these changes. But getting the government off
the farmer’s back has a lot to do with it. Freedom of choice has brought greater
output and more efficient use of resources. The farmer does best when he
decides himself what and how much to plant; it was under that decision-
making that 1975 production broke all past records.

Freeing farmers to produce and market to the best of their ability has done
something else. Farmers are respected now, no longer the butt of jokes about
eating at the public trough. There is more confidence in rural America. Enroll-
ments in colleges of agriculture are rising, high school Vo-Ag classes are larger,
the average age of farmers is declining, and the exodus from rural America
has halted.

Thus, there is widespread awareness that agriculture and food are vital
subjects in the world, today and for the foreseeable future.

American farmers are in good shape now to cope with that future.

They entered the new year with record assets and the third highest net
farm income on record, despite 1975’s wrenching downturn in the U.S. and
world economy. As we see it now, farmers will do at least as well this year,
even though their costs of doing business will continue to rise.

There are also good things to say about the 1976 situation from the con-
sumer’s standpoint. Food prices, which rose much less last year than in 1974,
should rise much less this year than last. In my statement to this Committee
last spring, I anticipated that food prices would increase 7% to 9 percent in
1975, down from over 14 percent in 1974. The actual rise for 1975 was 8%
percent.

Three-fourths of that 814 percent rise came after the products left farmers’
hands. The farm-retail price spread is still undergoing a further disturbing
rise. It is the main reason we expect another, though smaller, rise in food
prices for 1976.

Now I would like to discuss the agricultural situation in more detail.
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CROPS

Thanks to bigger acreages and good weather, especially at harvest, farmers
last year achieved record crop output. They planted 2 percent more winter
wheat last fall. They expect to increase plantings of other major field crops
this spring by 1 percent.

They are likely to plant more corn, cotton, and spring-planted wheat but
less soybeans. They owned large stocks of wheat, rice, feed grains, and soy-
beans at the start of 1976. This was the result of large 1975 crops, smaller than
expected gains in domestic use of grains in the second half of 1975, and a
delay in some marketings. Meanwhile, exports were far and away the largest
on record.

The 1975 wheat harvest of 2.1 billion bushels marked the third successive
record-setting year. Exports are also expected to be a record, totaling 1.3-14
billion bushels. Domestic use in 1975/76 continues to lag as relatively strong
wheat prices have cut sharply into wheat feed use. July 1 carryover stocks
will show an increase from the low reached in the summer of 1974. The pro-
jected stock level of about 400 million bushels is still small compared with the
early 1970’s.

Although wheat prices remain well above the levels of the early 1970’s, they
have fallen from the peaks of the last 2 years, The 1975/76 season average
price for wheat is estimated at about $3.50 per bushel.

The higher acreage indicated for 1976 must be assessed in light of unfavor-
able winter weather. However, another crop exceeding 2 billion bushels is pos-
sible if the weather improves.

Farmers intend to plant almost 81 million acres of corn in 1976, 4 percent
more than in 1975, and a total of 126 million acres to the four feed grains
(corn, sorghum, oats, and barley), 2 percent more than in 1975.

We expect some price strength for corn this spring as a result of heavier
domestic feeding and continued record-large exports. The season average farm
price may be $2.50 to $2.75, compared with about $3 last year. For the whole
1975/76 marketing year, domestic use and export movement likely will total
slightly below 1975’s production of 5.7 billion bushels, resulting in a small
buildup in carryover next fall to around 500-600 million bushels from 359
million last fall.

The soybean supply for 1975/76 totals about a fourth above the previous
year. Total use will expand less than that, and carryover stocks next fall will
rise, perhaps to a record level of 300-850 million bushels. For the entire season,
farmers’ prices are expected to average $4.50-$4.75 per bushel, down sharply
from the record $6.64 of last season. Based on January 1 intensions farmers
will plant 3 to 4 million fewer acres to soybeans in 1976 than the 54.6 million
in 1975. Soybeans are losing ground to corn and cofton.

The 1975/76 season for TU.S. cotton features sharply smaller production,
much larger domestic use, and reduced exports. The total supply, at 14.1 mil-
lion bales, is smallest since the 1920’s. Total use could reach a million bales
above 1974/75's 9.8 million bales. Consequently, stocks next summer may be
well below the 5.7 million bales of last summer, The price of base quality
SIM 1-1/16-inch cotton in mid-January was about 57 cents per pound, com-
pared with 56 cents a month earlier and about 36 tents last January. Farmers
intend to devote nearly a fifth more acreage to cotton this spring. If yields
recover to more normal levels, production could total much above last year.
The optimistie planting intentions for cotton are resulting from higher prices
and better market prospects than for soybeans and other competing crops.

LIVESTOCK

Production is increasing this year and prices are well above a year ago,
so the income picture on the livestock side looks good. Beef output may rise
2 to 4 percent; pork production is rising and will begin exceeding year-ago
levels after midyear. Broiler and milk production for the year will be up, too.

The cattle inventory as of January 1 fell 8 percent from the year before, end-
ing an expansion that had lasted O years. The peaking in cattle numbers and
the recent pickup in cattle feeding have improved the feedlot demand for re-
placement cattle. and should provide for improved returns to cow-calf oper-

ators later in 1976.
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If fed beef production rises this winter and spring as expected, it will be
the first year-to-year increase in 3 years. There were 28 percent more cattle in
feedlots in 23 States on January 1 than a year ago.

Profit margins for cattle feeders are being squeezed this winter. Fed steer
prices have moved lower under the pressure of record beef production, re-
flecting the very heavy slaughter of range cattle versus fed cattle. Choice
steer prices at Omaha in early February were below $40 per 100 pounds, down
$13 from last year’s peak. However, if we have average weather conditions for
pastures and crops, slaughter of nonfed cattle likely will decline this year,
which will give some support to prices.

Pork supplies will be lower than usual through midyear. The December in-
ventory of hogs and pigs was down a fourth from a year earlier, with much
of the decline in heavy hogs. The inventory makeup suggests first quarter
will be 10 to 15 percent below a year earlier with the deficit narrowing to 3 to
5 percent in the second quarter. Farmers’ farrowing plans point to gains in the
second half.

Market hog prices have run mostly $48-$51 per 100 pounds since last Novem-
ber, about $10 above a year earlier. Feed costs have been dropping profit mar-
gins for hogs continue favorable. :

Recent gains in milk output likely will continue. Production during the first
half of 1976 is expected to be about 1 percent above a year earlier. Farmers
received $10.20 per 100 pounds of milk in January, up $1.87 from last January.
In coming months prices likely will decline at a sharper rate than usual, re-
flecting slower sales, especially of butter. However, chese sales have been strong
and fluid milk sales remain above year-earlier levels.

A favorable relationship between broiler prices and feed prices is expected
to continue in coming months, and broiler output during the first half of 1976
is expected to be around 10 percent above January-June 1975. Less of a rise
is likely in the second half. Prices have declined from last fall’'s levels but
have remained relatively strong. Reflecting the larger supplies, broilers this
winter and spring will sell in the low to mid-40 cents a pound range despite
relatively high red meat prices.

FOREIGN TRADE

The value of U.S. agricultural exports in the current fiscal year should total
near the 1974/75 record, but the volume will jump by over one-fifth. With
1975’s record farm output here at home, together with the slow gains in do-
mestic use of crop products, exports must get much of the credit for main-
taining farmers’ net income over the past months.

Some people blame the slide in crop prices since early last fall on the tem-
porary hold that was put on our grain sales to Russia. They forget that ex-
ports kept rising, and in the fourth quarter of 1975 reached unprecedented
totals one-third above year-earlier levels. Furthermore, the temporary hold
gave us time to judge the size of our corn crop, and was instrumental in get-
ting a long-term grain agreement with the Soviet Union. This agreement is a
real plus for American farmers.

The output of one out of every 3% harvested acres goes abroad. But agri-
cultural exports do a lot more than help the farmer. Qur nation would really
be in trouble if we hadn’t had large favorable balances of agricultural exports
to make up for huge trade deficits elsewhere in our economy. We must keep
promoting agricultural exports; they are vital to the economic welfare of the
nation and more people should come to understand that.

The fact that consumer food prices went up much less in 1975 than in 1974
puts in perspective those horror stories about how much last summer’s sale
of grain to Russia would affect food prices. “Negligible” was my assessment
at the time, and still is.

AGRICULTURAL PRODUCTIVITY

The 1970’s saw a basic shift in farm policy, permitting farmers not only to
plant more acres but also to shift production from one crop to another. Farm
output increased 14 percent between 1970 and 1975 with substantial gains in
efficiency. Part of the increase was due to fuller employment of fixed capital
inputs such as land and machinery.

74-582—76—pt. 1—17
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The 1970's are identified with “all-out” farm production. Between 1973 and
1975, farmers planted an average of 360 million acres of cropland for crops,
compared with 337 million acres during the 1960’s. We have produced some
record crops. But the 1970’s have also included some difficult times such as
when southern leaf blight cut corn production in 1970; the 1974 drought that
crippled feed grain output in the Corn Belt and Plain States; and the near
doubling of fertilizer prices between the spring of 1973 and 1975.

Over the next 5 years, improved cultural practices and continuing advances
in technology should increase productivity and help offset the impact on yields
from less productive acreage entering the larger cropland base. At the same
time, total output will continue to increase to meet the anticipated greater
domestic and foreign demand.

. FARM INCOME

Farm income during the first half of 1976 will likely continue close to the
improved levels of the second half of 1975 and well above the reduced early
1975 levels. Income prospects for all of 1976 are very tentative. As the year
unfolds, returns to farmers will depend "increasingly on the growing season
and prospects for U.S. and world crops. However, with a strengthening general
economy, the small grain stocks, and prospects for another good U.S. crop,
there are solid reasons to expect that farm income will hold around levels of the
past 2 years. . . .

Production of all major livestock and livestock products is increasing.” But
considering thé growing consumer buying power, prospective gains in red meat
supplies are modest, Livestock product prices, responding to increasing supplies,
are down from the highs of last summer. But they continue well above a year
ago. For the year, prices of livestock products may approximate the relatively
favorable 1975 averages. This will mean increased receipts from livestock in
1976.

The 1976 picture for crops is less clear, but a high level of returns is.in the
making for the 1975 crops now being marketed. Moreover, there is no basis
for expecting anything but another good crop in 1976. Producer prices for crops
have been relatively favorable, world grain stocks are low, and production costs
are rising more slowly. Reflecting this, farmers probably will step up plantings.
With continued larger supplies of crops, grower prices will likely average be-
low 1975 levels. But if domestic and export markets hold up as expected, total
grower earnings from crops will be well maintained.

The trends in supply and cost of farm inputs will continue to improve for
the farmer. Fertilizer supplies generally will be larger, with prices running
possibly a fourth below last spring. Pesticide supplies will be adequate at price
levels slightly below 1975. The supply and price outlook for fuel points to some
easing from last fall.

Prospective returns and cost trends point to a net farm income in 1976 about
as good as net income for 1975.

RETAIL FOOD PRICES

Retail food prices for all of 1975 averaged 8% percent above 1974. This com-
pares with increases of about 1414 percent for each of the preceding 2 years.

Retail food prices are expected to rise about 1 percent each guarter through
mid-1976, averaging around 6 percent above the first half of 1975. Widening
farm-retail spreads along with higher prices for fishery items and imported
foods will account for most of the increase in average food prices.

Red meat prices are expected to average close to-last fall’'s level during the
first half of this year with increases for beef and veal about offset by lower
pork prices. Poultry and egg prices may also decline moderately. Retail dairy
prices, which advanced rapidly late last year, may stabilize this winter and
decline some in the spring as supplies increase. Fresh produce prices are likely
to advance seasonally during the winter and early spring. However, prices of
most other crop-related foods, such as processed fruits and vegetables, cereal
and bakery products, and vegetable oil products, will probably remain relatively
stable.

MARKETING SPREADS

Farm-to-retail marketing spreads this year will likely again account for
more of the rise in retail food prices than will changes in farm prices. Widen-
ing spreads last year accounted for almost three-fourths of the rise. However,
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the increase in marketing spreads should moderate from the 9 percent rise in
1975, mainly because of prospects for a slower increase in prices of materials
and services purchased by food marketing firms. )

Prices of many products sold by farmers have fallen as a result of record
grain harvests last fall and rising production of meat and most other livestock
products. However, there have not been corresponding adjustments in retail
prices. Where retail price reductions have been posted, they have lagged the
declines in farm prices. The retail cost for a market basket of all farm foods
rose about 114 percent from last September to December. During the same
period, the farm value of these foods fell nearly 7 percent. The differences be-
tween the farm and retail values—the farm-retail price spread—thus widened
sharply, by nearly 8 percent in only 4 months.

Prices for intermediate goods and services purchased by food marketing firms
rose 13 percent in 1975, compared with 19 percent in 1974. Packaging materials,
which account for an eighth of total marketing costs, jumped 15 percent in
1975, but 28 percent in 1974. The energy cost spiral—an unprecedented 46 per-
cent in 1974—slowed to 17 percent in 1975. Interest rates dropped to 8.2 percent
by third quarter 1975, compared with 12.4 percent a year earlier. And the in-
crease in cost of shipping food products by rail, 16 percent in 1974, slowed to a
13 percent rate last year.

In contrast, labor cost, the biggest expense item for food marketing firms, ac-
celerated. Hourly earnings of food marketing employees increased about 10 per-
cent in 1975, up.from the year-earlier increase of 9 percent and an annual aver-
age increase of a little over 6 percent in the early 1970’s.

Profit-to-sales ratios (after taxes) for leading food chains during the first
9 months of 1975 were almost unchanged from a year earlier at 0.9 percent of
sales, excluding A&P which had a large write-off due to store closings. Profits
after taxes for 14 leading chains, excluding A&P, amounted to 11 percent of
stockholders’ equity in 1974, up substantially from 1972 and 1973. Available
data suggest that equity profits for 1975 held around the 1974 rate.

However, as raw material costs declined in 1975, profit margins of food manu-
facturing companies rose. These margins, as reported by the Federal Trade
Commission, averaged 3.2 percent of sales in the first 9 months of 1975, com-
pared with 2.9 percent a year earlier. Returns on stockholder equity rose from
13.6 percent to 14.4 percent. But by third quarter 1975, margins surged to a
2-year high, averaging 3.7 percent of sales and 17.2 percent return on stock-
holder equity. .

We must watch such developments closely, just as we must stay vigilant in
the promotion of our agricultural markets abroad and in the protection of the
farmer’s planting and marketing freedom here at home. The payoff is increased
activity in the agricultural sector to the benefit of all Americans and our
trading partners abroad. Thank you.

Representative Moormeap. Now, Secretary Richardson, please.

STATEMENT OF HON. ELLIOT L. RICHARDSON, SECRETARY OF
COMMERCE, ACCOMPANIED BY MAYNARD COMIEZ ACTING
CHIEF ECONOMIST; BEATRICE N. VACCARA, ASSOCIATE
DIRECTOR FOR NATIONAL ANALYSIS AND PROJECTIONS; AND
JOHN E. CREMEANS, CHIEF STATISTICIAN, BUREAU OF ECO-
NOMIC ANALYSIS, DEPARTMENT OF COMMERCE ’

Secretary RicuarpsoN. Thank you very much, Mr. Chairman, and
Congresswoman Heckler. It is a pleasure to be here today. This is,
as you pointed out, my first appearance before this committee. and
I welcome the opportunity, even though I have, as you also pointed
out, only been Secretary of the Department of Commerce a couple of
days. At the same time, I have come here from an experience in the
United Kingdom, which in many respects may be relevant for the
problems that confront this country at the present time. And T may
have occasion in my summary of my prepared statement to touch on
this aspect of the situation.
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T would appreciate, as you mentioned, Mr. Chairman, having that
full statement printed in the record.

Representative MooraEaD. Fine.

Secretary Ricmarnson. May I, before proceeding—in the event
that I may need to call upon them in areas where my own direct in-
formation is inadequate—may I identifv for the record three of my
Department of Commerce colleagues. First. and behind me to my
left, is Mr. Mavnard Comiez, Acting Chief Economist: on his left is
Mrs. Beatrice Vaceara, Associate Director for National Analysis and
Projections of the Bureau of Economic Analysis; and on Mr.
Comiez’s right and immediately behind me is Mr. Jack Cremeans,
Chief Statistician for the Bureau of Economic Analysis.

Representative MooraEap. We welcome all of you to the committee.

Secretarv Ricrrarpson. Thank you, Mr. Chairman.

As T indicated a moment ago, it seems to me generally relevant
that T have seen in the United Kingdom in recent months a situ-
ation in which there has emerged a broad consensus on the propo-
sition that inflation creates unemployment. It is really remarkable,
beginning particularly in June, to see the Trade Union Council and
the national union leadership. which until then had been negotiating
wage agreements which called for massive increases for their rank
and file membership. come to the realization that the result would be
not only to fuel galloping inflation, but, over time, to reduce the
numbers of jobs available for their membership.

And so we have seen, since June of 1975, the British Government
follow policies directed toward reducing inflation in order, in due
course, to protect employment. Persistent inflation creates a climate
of uncertainty that discourages long-term investment. That, in turn,
adversely affects our economic growth rate, our productive potential,
our employment level, and the creation of jobs.

This essentially is the set of inter-related propositions that are
now the subject of basic consensus in the United Kingdom. And I
think it is fair to say they are more nearly the subject of basic con-
sensus in the United States, in light of our own recent experience
with the combination of under utilized capacity and unemployment
in a sitnation of continning inflation, than they have heretofore been.

At any rate, from whatever perspective one views inflation, no
redeeming features are to be found. Any postulated solution to our
problem which is likely to lead to a resurgence of inflation as a by-
product. is no solution at all. It will almost certainly make matters
worse. The dominant objective to be pursued, as I see it, is the long
term, healthy growth of the American economy. Thus, the President’s
economic goal is to create an economic environment in which stable
and noninflationary growth can be achieved.

Unemployment and inflation are not opposites to be traded off one
against the other. They are related symptoms of an unhealthy econ-
omy. The inefficient use of physical resources is a waste; the under-
utilization or nonutilization of human resources is a tragic waste. It
carries unacceptably high social costs above and beyond the economic
costs of foregone production of goods and services.

Since inflation was the major underlying cause of recession and
the consequent unemployment, any ﬂpolicy that seeks to reduce unem-
ployment at the price of more inflation is doomed from the start.
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Like inflation itself, such stimulation may appear attractive at first;
but too soon it succeeds only in defeating its own well-intentioned
purpose. The proper course, in my view, is to encourage the invest-
ment that is a necessary precondition to the creation of jobs. Only
thus can we help to control inflation and provide job opportunities;
produce meaningful, productive, dependable, and lasting jobs for the
millions now looking for employment and the millions that will be
seeking admission into the labor force in the years ahead.

I am of course aware of the expressed feelings of some of this
committee that the administration is uncaring or insensitive with
regard to the plight of the unemployed. Certainly, those of you who
have known Gerald Ford on this Hill know that he is a decent and
compassionate man and human being who cares very deeply about the
plight of all Americans. As for myself, no one can spend as many
vears as I did at HEW without being reinforced in a natural sensi-
tivity to the emptiness and despair that attach to being
disadvantaged.

A recent study of capital requirements of the U.S. economy, under-
taken by the Commerce Department’s Bureau of Economic Analysis
at the request of the Council of Economic Advisors, shows that:

One: In order to assure a 1980 capital stock sufficient to meet the
needs for a full-employment economy, pollution abatement and de-
creasing dependence on foreign petroleum—which admittedly may be
difficult to do by 1980—private fixed investment —in 1972 prices—
during the period 1971-80 will need to be 11.4 percent of GNP.

This percentage is considerably higher than the 10.4 percent in
1965-70 and the 10.2 percent of the 1971-7T4 period. Moreover, in
light of the low-investment level during 1971-74, fixed capital in-
vestment, for the remaining 6 years—1975-80—must total 12 percent
of cummlative GNP, Further, investment having been less than 10
percent of GNP in 1975 and not expected to be 10 percent this year,
the study results suggest that the investment ration will have to be
greater than 12 percent in the next 4 years to satsify the goals 1
outlined.

Two : These requirements for an increased share of GNP devoted to
investment are associated with three factors:

(a) Changing technology in selected industries with an increasing
ratio of capital to output. This is the major cause of the need for
devoting an increased share of GNP to fixed investment.

(b) Increased mneeds for capital investment as a result of the
energy situation.

(¢) Investment in pollution abatement equipment as a consequence
of legislation relating to clean air and clean water.

If it were not for these factors, the 1971-80 cumulative investment
needs would require only 9.9 percent of GNP.

Given these findings, it follows that if we are to meet the goals
set forth, economic policies should be directed toward the assurance
that there will be adequate investment to support a higher-employ-
ment economy without weakening consumer demand. The President’s
program to increase private-sector activity relative to Government
spending is, in my view, the only realistic means of achieving this

oal.
. Both in our democracy and our economy—two sides of the same
coin—we have always emphssized individual decision and choice.
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I believe it essential that we do not deviate from the course that has
made the United States uniquely the kind of country it is.

. Obviously, the Government must have a role—as where social
costs and benefits, for example, are not translatable through the
private market mechanism. In addition to its overall economic sta-
bilization role, Government also bears the responsibility to maintain
competitive market conditions.

On the other hand, it has grown increasingly apparent that a
more reasonable approach to Government regulation is necessary.
In addition to deregulation, or modified regulation, of major eco-
nomic areas—transportation, for example—there is also a clear trade-
off in such areas as occupational safety and environmental standards:
As between productivity and profitability, on the one hand, and social
benefits, on the other. There 1s always a fulcrum, a point of balance.
Surely we should be able to strike that reasonable balance between
the tenets of free enterprise and our responsibility to protect the
interests of the people—as citizens and as consumers.

Turning to international economic conditions, U.S. trade per-
formance was exceedingly strong in 1975 in nonagricultural as well
as in the agricultural sector, to which Secretary Butz has referred.
Indeed the nonagricultural increase in 1975 was higher than the agri-
cultural increase. As the U.S. and other nations recover from the
alobal recession, we would naturallly expect this large surplus to
diminish. The extent of the reduction will depend upon such factors
as: Our rate of recovery versus the speed of the recovery in other
countries; the performance of the lesser developed countries in their
development process; price and productivity changes; and the overall
competitiveness of American goods ain international markets.

Over the long perspective, U.S. producers need to remain highly
competitive in the international area. The ability to sell our products
in the world market enables us to purchase other items from abroad
which we cannot produce as efficiently. Our policies must therefore
enable the United States to continue to enter freely into world trade.

The floating exchange rate system has afforded vital flexibility in
dealing with the upheavals of the recent past. However, U.S. trade
can benefit from less erratic fluctuations in world currencies. The
recent IMF agreement is a step in this direction, in addition to help-
ing the LDC’s with respect to their reserve problems.

‘We must continue to deal with the real dimensions of international
trade. It is essential that we maintain the momentum in removing
tariff and nontariff barriers to trade in the new round of multilateral
trade negotiations, with the goal of reaching a successful conclusion
in these negotiations in 1977. Similarly, it is essential that a multi-
national cooperative approach to solving the energy problem be
pursued.

In summary, Mr. Chairman, I have represented some of my views
on the economic problems we face today and those which, absent
judicious moderation in the formulation of economic policy, could

ecloud the future. And I have discussed what I see as our place in
the global economy of which we are inescapably a part.

Let me close by assuring you of my deep conviction that the sweep-
ing social goals and visions of the 1960’s were not only compassionate
and just, but necessary.
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By all means, let us adhere strongly to those goals and visions.
But let us do so from the firm foundation of a healthy free market,
free enterprise, private sector system. Let us create and increase real
wealth through that system, so that everyone is afforded the oppor-
tunity to share in that wealth on a more equitable basis than we have
yet achieved.

That concludes my summary of my longer, written statement, Mr.
Chairman. I would be glad to join my colleague and friend, Secre-
tary Butz, in responding to your questions. I trust we end up pre-
senting a united front.

Representative MooraEap. Thank you, Mr. Secretary, for present-
ing your usual articulate statements.

Your prepared statement will be printed in the hearing record at
this point.

[Tlfle prepared statement of Secretary Richardson follows:]

PREPARED STATEMENT OF HoN. Errior L. RICHARDSON

Mr. Chairman and Members of the Committee:

While I have been privileged, in various capacities, to meet with many of the
distinguished Members of the Joint Economic Committee, this is my first ap-
pearance before this Committee as Secretary of Commerce. I am pleased to be
bere, and to participate in the consultative process that lies at the very founda-
tion of the Executive-Legislative relationship.

That relationship is inherently one of tension, to be sure—as it was intended
to be—but I earnestly believe it to be a creative tension that has served the
Nation well, and will so continue to do. Ishall always be happy to contribute, in
whatever way I can, to that vital process.

You have already received the Economic Report of the President and the
Aninual Report of the Council of Economic Advisers. In addition, last week you
heard from the Council of Economic Advisers and the Director of OMB, and
yvesterday from Secretary Simon.

Tt would therefore add little to the process for me to recite again in the facts
and figures of the economic recovery to date, and the range of possible future
developments. Rather, I feel it would be more useful for me to share with you
some of my views on current and potential domestic problem areas, and on in-
ternational economic conditions.

Following that brief statement, I will be happy to respond to any questions
you may have.

The problem areas on which I will focus—problems we face today and which,
if not carefully attended, pose a serious threat to the long-term future of the
economy—are: (1) inflation; (2) unemployment; (3) economic growth; and
(4) the relationship between government and the private sector. Obviously,
all of these are inextricably interrelated—and ultimately related to our stand-
ard of living, our role in the world, and our most precious liberties.

INFLATION

Inflation is the most corrosive of diseases. It is also the most insidious in
that, in its early stages, it appears to be benign. The illusion is fostered that
everything is getting bigger and better, that the country and the people are
prospering more than ever.

As we have learned to our sorrow, however—or should have learned—inflation
is a malignancy that will feed upon itself and the economy to grow ever larger
unless we stop it. Worst of all, the erosion of purchasing power that is vir-
tually inevitable with inflation is the cruelest and most regressive hidden tax
of all. While it eats away at the well-being of all segments of society, it strikes
hardest and most harshly at those with the least resistance, those who are al-
ready disadvantaged: the poor, those in the middle-income range, and the aged.

For example, recent surveys by the Bureau of Labor Statistics show that a
family of four with moderate income of $8,000-10,000—a category not likely
to receive food stamps—spends more than one-fifth of its total before-tax income



' 258

on focd. The share for families of lower income is undoubtedly as large or
larger. From 1970-1975, food prices rose 53 percent, an average of more than
10 percent a year. Other above-average price rises during that period include
a 56 percent increase in home fuel and utilities, and a 60 percent rise in gaso-
line and motor oil. These price increases, like those for food, are dispropor-
tionately heavy burdens on the lower-income groups.

‘While many middle- and upper-income families and individuals have some
savings that they can fall back upon to help cushion their inflation-eroded
purchasing power, most of the lower-income groups and the aged do not have
that flexibility. Clearly, those people whose income are relatively fixed, those
who have no savings, or those whose meager savings are primarily in monetary
assets have lost substantially because of the magnitude of inflation during the
past few years.

It is therefore vital that policies aimed at economic stabilization be judi-
ciously evaluated in order to avoid any potential inflationary impact. In seek-
ing to reduce unemployment. for example, I concur with the Chairman of the
CEA that it must be lowered “as rapidly as is consistent with the need to en-
sure that the reductions will be lasting.” What will we have really gained if,
by taking strong ad hoc measures to force unemployment down rapidly, we
merely invite worse inflation and greater hardship for the longer term?

Thus. our major contribetion to improving the situation of those most
brutually oppressed by inflation is to control inflation, rather than attempting
to compensate for it through increased Federal expenditures.' Federal spending
has its place, to be sure, but that place is as a secondary line of defense.

To recognize this problem and its ramifications is to recognize that careful
budget planning, a deceleration in the growth of Federal spending and the
avoidance of the waste and excesses that aggravate inflation are essential. This
is not to say that Federal spending should decline. but—as the President has
pointed out—that its rate of growth must be lowered.

The more so, I would say, because. in addition to its very direct and easily
observable effects, the erosion of purchasing power by inflation destabilizes the
economy, aborting recovery and creating recession. These effects arise from a
dampening of consumer confidence; discouragement of personal consumption
and a distortion of inventory decisions taken by business.

Persistent and erratic inflation, further, creates a climate of uncertainty that
discourages long-term investment. That, in turn, adversely affects our economic
growth rate, our productive potential, our employment level and the creation
of jobs. R

From whatever perspective one views inflation, then, no redeeming features
are to be found. Any postulated solution to our problems that is likely to lead
to a resurgence of inflation as a by-product is no solution at all; it will almost
certainly make matters worse.

The dominant objective to be pursued. as I see it, is the long-term healthy
growth of the American economy. Thus, the President’s key economic goal is to
create an economic environment in which sustainable, noninflationary growth
can be achieved.

UNEMPLOYMEKT

Unemplorment and inflation are not opposites, to be traded off one against
the other. They are related symptoms of an unhealthy economy. The inefficient
use of physical resources is a waste; the underutilization or nonutilization of
human resources it a tragic waste. It carries an unacceptably high social cost
above and beyond the economic cost of forgone production of goods and services.

‘We have seen how sharply rising prices. in recent years. brought about a
climate of uncertainty and contributed to a sharp reduction in the purchasing
power of household assets in savings accounts and securities. Consumers. in
turn, cut back on expenditures. and already swollen inventories backed up in dis-
tribution channels. High interest rates. reflecting inflation premiums, dis-
couraged business investment and housinz. By early 1975, the result was a
sharp cutback in production and employment.

Since inflation, then, was a major underlying cause of the recession and the
consequent unemployment, any policy that seeks to reduce unemployment at
the price of more inflation is doomed from the start. Like inflation itself. such
stimulation may appear attractive at first—Dbut too soon it succeeds only in
defeating its own well-intentioned purpose.
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The proper course, in my view, is to encourage the investment that is a nec-
essary precondition to the creation of jobs. Only thus can we help to control in-
flation, and provide job opportunities—meaningful, productive and dependable
lasting jobs—for the millions now looking for employment, and the millions
who will be seeking admission to the labor force in the years ahead.

I am of course aware of the expressed feelings of some on this Committee
that the Administration is uncaring or insensitive with regard to the plight
of the unemployed. Certainly, those of you have known Gerald Ford on this
Hill know that he is a decent and compassionate human being who cares very
deeply about the plight of all Americans. As for myself, no one can spend as
many years as I did at HEW without being reinforced in a natural sensitivity
to the emptiness and despair that attach to being disadvantaged.

But I must repeat, in all conscience and sincerity : creating jobs with public
funds—except as a last resort in extreme crisis—is, like inflation itself, a snare
and a delusion. It will not solve a fundamental problem ; it will merely displace
it in time. The reckoning will come soon enough, as it did in 1974, and we will
all, inevitably, be worse off. And the very worst off, as always, will be those who
need assistance the most—and whom artificial job creation was intended to help.

ECONOMIC GROWTH

The primary goal, to reiterate, is long-term economic growth. Steady, healthy
and, above all, sustainable. That is the kind of growth that provides the ma-
terial product and services to satisfy the needs and wants of society—and the
conditions under which the labor force can be as fully employed as possible
in productive endeavors.

Steady and sustained economic growth will provide the proper climate for
adequate investment. Increased investment in plant and equipment is critical
from both the short-term and long-term viewpoints. It is a prime element of a
satisfactory and durable economic recovery. And over the longer run, it builds
the foundation for a rise in real wages and higher standards of living.

In this connection, it is important to call to the Committee’s attention a recent
study of capital requirements of the U.S. economy undertaken by the Com-
merce Department’s Bureau of Economic Analysis at the request of the Coun-
cil of Economic Advisers. The objective of the study was to estimate the cumu-
lative amount of business investment in fixed non-residential capital that
would be required during the period 1971-1980 in order to assure a 1980 capital
stock sufficient to meet the needs of a full-employment economy, as well as the
requirements for pollution abatement and for decreasing dependence on foreign
sources of petroleum.

Briefly, the major findings of the study are as follows:

1. In order to assure a 1980 capital stock sufficient to achieve these goals—
which admittedly may be difficult to do by 1980—private fixed investment (in
1972 prices) during the period 1971-1980 will need to be 11.4 percent of GNP.

This percentage is considerably higher than the 10.4 percent characteristic
of the 1965-1970 period and the 10.2 percent of the 1971-1974 period. Moreover,
given the low level of investment during 1971-1974, for the remaining six years,
1975-1980, fixed capital investment must total 12.0 percent of cumulative GNP.
Furthermore, since investment was less than 10 percent of GNP in 1975 and is
not expected to be 10 percent this year, the study results suggest that the in-
vestment ratio will have to be greater than 12 percent in the next 4 years to
satisfy the several goals previously mentioned.

2. These requirements for an increased share of GNP devoted to investment
are associated with three factors:

a. Changing technology in selected industries where the capital/output ratios
have been increasing. This factor is the major cause of the need for an in-
creased share of GNP devoted to fixed investment.

b. Increased needs for capital investment as a result of the “energy situation.”

c. Investment in pollution abatement equipment as a consequence of legisla-
tion relating to “clean air” and “clean water.”

If it were not for these factors, the 1971-1980 cumulative investment needs
would require only 9.9 percent of GNP.

Given these findings, it follows that if we are to meet the goals set forth,
economic policies should be directed toward the assurance that there will be
adequate investment to support a high-empl¢yment economy without weaken-
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ing consumer demand. The President’s program to increase private-sector ac-
tivity relative to government spending is, in my view, the only realistic means
of achieving this goal.

RELATIONSHIP BETWEEN GOVERNMENT AND PRIVATE SECTOR

Both in our democracy and our economy—two sides of the same coin—we
have always emphasized individual decision and choice. I believe it essential
that we not deviate from the course that has made the United States uniquely
the kind of country it is.

Obviously, the Government must have a role—as where social costs and hene-
fits, for example, are not translatable through the private market mechanism.
In addition to its overall economic stabilization role, it also bears the responsi-
bility to maintain competitive market conditions.

On the other hand, it has grown increasingly apparent that a more reasonable
approach to government regulation is necessary. In addition to deregulation, or
modified regulation, of major economic areas—transportation, for example—
there is also a clear tradeoff in such areas as occupational safety and environ-
mental standards: as between productivity and profitability, on the one hand,
and social benefits, on the other. There is always a fulcrum, a point of balance.
Surely we should be able to strike that reasonable balance between the tenets.
of free enterprise'and our responsibility to protect the interests of the people—
as citizens and as consumers.

INTERNATIONAL ECONOMIC CONDITIONS

U.S. trade performance was exceeding strong in 1975, with a record surplus
by whatever measure is employed. As the U.S. and other nations recover from
the global recession, we would naturally expect this large surplus to diminish.
The extent of the reduction will depend upon such factors as: our rate of re-
covery versus the speed of the recovery in other countries; the performance of
the lesser developed countries in their development process; price and produc-
tivity changes; and the overall competitiveness of American goods in interna-
tional markets.

Over the long perspective, U.S. producers need to remain highly competitive
in the international area. The ability to sell our products in the world market
enables us to purchase other items from abroad which we cannot produce as
efficiently. Our policies must therefore enable the United States to continue
to enter freely into world trade.

The floating exchange rate system has afforded vital flexibility in dealing
with the upheavals of the recent past. However, U.S. trade can benefit from
less erratic fluctuations in world currencies. The recent IMF agreement is a
step in this direction, as well as helping the LDCs with respect to their reserve
problems. :

We must continue to deal with the real dimensions of international trade.
It is essential that we maintain the momentum in removing tariff and non-tariff
barriers to trade in the new round of Multilateral Trade Negotiations, with the
zoal of reaching a successful conclusion in these negotiations in 1977. Similarly,
it is essential that a multinational cooperative approach to solving the energy
problem be pursued.

Mr. Chairman, I have represented some of my views on the economic prob-
lems we face today and those which, absent judicious moderation in the formu-
lation of economic policy, could becloud our future. And I have discussed what
I see as our place in the global economy of which we are inescapably a part.

Let me close by assuring you of my deep conviction that the sweeping social
goals and visions of the 1960s were not only compassionate and just, but
necessary.

By all means, let us adhere strongly to those goals and visions. But let us
do so from the firm foundation of a healthy free-market, free-enterprise, private-
sector system. T.et us create and increase real wealth through that system, so
that everyone is afforded the opportunity to share in that wealth on a more
equitable basis than we have yet achieved.

The proper role of government is to create and nurture the climate and the
environment within which private free enterprise can achieve its maximum
productivity and efficiency.

I know that you, Mr. Chairman, have had medically-related training, as I did
during World War II. And there have been many physicians in my family. I
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trust, therefore, that you will permit me a medical metaphor to close my
statement.

The primary doctrine of the healer is primum non nocere—above all, do no
harm. Yet, there is a class of maladies known as “iatrogenic” diseases. These
are ailments from which the patient was not suffering when he consuited the
doctor—but which the treatment itself, the prescribed medications, or a hospital
confinement brought about.

I would urge this distinguished Committee, and the Congress, in your delib-
erations and debate on the great issues of our economy, to be exceedingly cau-
tious, above all, to do no harm. And to be as certain as human fallibility will
permit, in prescribing remedies for our ailments, that the cure is not worse
than the disease—and will not carry the germs of a more severe epidemic than
anything we have yet suffered.

The President, in my opinion, has done what conscientious practitioners al-
most invariably do: he has prescribed a conservative regimen to continue the
healing process that has already gotten under way.

I agree with and support both his prognosis and his prescription for full
economic health,

I will be happy now to respond to your questions.

Representative Moormeap. First, Secretary Butz, I think that both
Mrs. Heckler and I come from largely urban areas, but I think we
share the belief that a sound economic situation in the farm economy
1s essential for sound economy generally. And I think we both sup-
ported -programs which were designed to help the farm economy. But,

we do have to face the situation, as Secretary Richardson said in his.

prepared statement that from 1970 to 1975, food prices rose 53 per-
cent. In your statement, you put great emphasis on the spread be-
tween the farm prices and the price at the retail level. What is your
testimony about that 53 percent increase from 1970 to 1975? What
percent of that benefited the farmer and what percent was involved
in that spread that you described ?

Secretary Burz. Well, I think a part of that went to all sectors
of the food production and marketing chain. A part of it, indeed,
went to the farmer, as indicated by his enhanced net income position.
He was long overdue in this. For many, many years, our per capita
farm income lagged substantially behind a per capita income of non-
farm people. The last 3 years shows it has at least been much closer
and even above in 1973. But, usually, it has been a bit below the
income of nonfarm people.

The increase in costs, the increase in what we call the farmer-retail
price spread, has in large part been associated with increased cost and
In some case, increased services. The proportion of after tax income in
America spent for food still remains quite low. It is approximately
17 percent right now. Three years ago, it was a bit lower than that.
It got down to 16.3 percent. In the last year or two, it has, indeed, in-
creased a little bit, but still is very substantially below the figwre that
it rested at 10 years ago or 20 years ago. In 1950, that figure was 22.4
percent, as I recall.

The U.S. consumer today pays a smaller share of after-tax income
for food than consumers anyplace else on the face of the Earth. Can-
ada is the only other nation below 20 percent. Europe ranges from
23 to 28 or 29 percent. When vou go into the eastern European na-
tions and the socialist nations, it will run in the magnitude of 40 per-
cent of, as best you can measure, their take-home pay for food, or
their net income for food. Other countries, it runs as high as 70
percent.
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_ The plain facts are that even at present prices, food is a relative
bargain in the United States. And because we spend only 17 percent
-of our after-tax income for food, we are able to have better than 90
percent of our families with a TV set, almost 80 percent with an
automobile, nearly two-thirds with two antomobiles, and the material
levels of living we have in America because we spend so little for
food. relatively. And yet a part of the increases in the costs of food,
and I must point this out, is because we demand and therefore pay
for more services with our food.

- The TV dinners don’t come for free. Somebody has to be paid for
putting them together. The fact that today we process about 54 per-
cent, of our potato crop is important. And somebody has to pay for
that. You have to peel a potato to put it in the American kitchen
'n}(l)w. It won’t go in unpeeled anymore. And somebody has to pay for
‘that.

The fact that we have become a Nation of snack eaters is signifi-
cant. T see Mrs. Heckler doesn’t agree with that—I mean, you know,
you shake your head, but I stand on the fact that 54 percent of our
potatoes are processed before they reach the consumer.

Representative Heckrer. Sir, I disagree with the illusion to the
American housewife as being too lazy to peel potatoes. I disagree
with that entirely.

" Secretary Butz. Well, I stand on the fact that 54 percent are proc-
essed hefore they hit the home now and before they are consumed.
And somebody peels them before they hit the ultimate consumer. And
while you may peel your own, there are many, many housewives that
are husy and that will grab the frozen

[Laughter]

Secretary Burz. I obviously said the wrong thing.

Representative Heckuer. I, too, am busy.

Secretary Burz. But I mean, one-third of our housewives work.
They hold down a full-time job, as you do, too, and they simply take
processed foods. The fact that we eat over one-third of our meals
ontside the home in America—and they don’t come for cheap—is
also important. And that is in that 17 percent of after-tax income
spent for food. You know, you go downtown to Washington tonight
and if you look around a good deal, you will find a place you can get
a decent dinner for $5.00 if you don’t take a drink with it. In that
restaurant tonight, vou would spend $5.00 for that dinner. If they put
an emptv plate in front of you, it would cost you $3. And we charge
the whole $5.00 as part of our food hill. And yet, even with all of
this. we get it for about 17 percent of affter-tax income.

I think food is a pretty good bargain in America. Unfortunately
it has been the subject of a lot of criticism. Food is about the only
thing we have left that we pay cash for in America. We sign a slip
for everything else. We sign a slip for our gasoline and for our drugs.
The housewives of America have a dozen credit cards—and you prob-
ably have that many in vour pocket, too—and every place they go
thev sign a slip for it. except food. And this makes everybody aware
of anv change in food prices. And the plain facts are that last vear
food did not increase as much in price as transportation, as medical
services, or as a host of other services and goods. .

Representative MoorrEAD. I am going to direct this question to
Secretary Richardson. But, as I hear the two statements, T would
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say that Secretary Butz's representing, if you will, the farm econ-
omy, gives us a far more optimistic picture of the future than you
do, Secretary Richardson, representing the nonfarm part of our
economy. Is that correct, sir?

Secretary Ricmarpson. Well, I wouldn’t want to characterize my
statement, Mr. Chairman, as a pessimistic statement. What I tried
to do was to depict the dimensions of the task confronting us in seek-
ing to meet a set of interrelated objectives, including full employ-
ment and economic growth and dealing with the problems of the en-
vironment and so on. And I do that, and to meet this combination
of goals, I emphasize that we must seek to create an economic climate
that will encourage investment. And that, in turn, was related to my
earlier testimony dealing with the destructive impact of inflation.
And certainly, where investment is concerned, inflation is destructive
in at least two respects: One, is that it creates uncertainties for the
consumer who will save a relatively higher proportion of income and
defer expenditures, particularly expenditures of items involving sub-
stantial costs. And we have seen this, of course, in the decline of the
housing market, amongst other things.

The other consequence of inflation from the standpoint of long-
term investment is uncertainties created for the planner in business,
who has to make judgments about future demand. And if that person
sees that the consumer is holding onto his money in a stagnate econ-
omy, that planner will hold back on plans to expand production.
And so, you have a self-reinforcing process where, at the same time,
you have inflationary trends built into the economy, partly through
expectations themselves.

Representative Moorueap. Mr. Secretary. I do want to ask you a
little bit more about this promotion of investment, but just to be
technical, in your testimony, you gave the percentages during the
1965-70 period and the 1971-74 period. Do you have similar figures
for the period 1960 to 1965 ¢ C

Secretary Ricaarnson. Well, I will ask Mrs. Vaccara, who worked
on this, to respond. '

Mrs. Vaccara. I don’t recall the numbers, but they were somewhat
higher in the 1965-70 period.

Representative MoorEEAD. I think if you could supply that figure
for the record, because that was a period of relatively full employ-
ment and price stability, that would be helpful.

Mrs. Vaccara. We would be happy to supply that number for you.

[The following information was subsequently supplied for the
record :]

For the 5-year period 1960 to 1964, the share of business fixed investment in
Gross National Product—in 1972 dollars—was 8.9 percent.

Secretary RicmarpsoN. You know, sustaining the momentum of
the moderation of the Eisenhower administration.

Representative MooruEeap. I beg your pardon.

Secretary Ricaarpsox. Sustained on the momentum of the modera-
tion of the Eisenhower administration.

Representative MoormEaD. I wasn’t bringing that up politically. It
is true, if you look at that period, we see that we did reduce un-
employment or unemployment was reduced and prices remained
stable. So, I think it is a figure that should be included.’
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Secretary RicHARDSON. We would be very glad to furnish that. T
think it is a very pertinent question.

Representative Mooraesan. Now, you do stress very heavily the
importance of the promotion of investment, but I didn’t see any
specific recommendations, Mr. Secretary, toward achieving that goal.
Could you give us any specific recommendations?

Secretary Ricuarpson. Well, I did refer, in my longer statement,
and T omitted it in my summary, to the President’s proposal that
would create incentives to investment in areas of high unemployment.
This is a specific recommendation by the administration, which seems
to me to make sense in terms of the creation of permanent jobs. Be-
cause certainly, for the long-term, Mr. Chairman, permanent jobs
will be created in the private sector only as a result of expanded in-
vestment. Beyond that, my own view is—and certainly, this is only a
reflection of administration policy with which I agree—the prospects
for investment really are, we think, a function of the creation of con-
fidence and the prospect of stable, long-term growth. My own view
is that, indeed, as Government policymakers, we tend to understate,
if anything, the importance of confidence itself because this is the
ingredient absolutely critical to the kinds of decision that consumers
make from day to day—that is, whether to save or spend—and the
same is true of people who make business decisions. So, I am talking
about a policy designed to encourage investment when I speak about
a policy that is designed to contain inflation and to create confidence.

Representative Moorueap. Thank you, Mr. Secretary.

Mrs. Heckler.

Representative HeckLEr. Yes, thank you, Mr. Chairman.

Secretary Butz, about a week ago there were some reports in the
papers that were rather confusing on the subject of our total grain
stocks. I wonder if you could tell us what the present status'is in
terms of the number of days’ usage, compared to last years’ and, as
well, Secretary Butz, could you tell me what monitoring system is
used to get up to date reports on grain exports and grain export
gales?

Secretary Butz. Taking your first question first, our current grain
stock situation is substantially better than it was 1 year ago now.
That is because of the very sharp drop in the corn crop we had in
1974, where the dry weather that occurred in July and August caused
us to reduce our estimated corn production by nearly 1.5 billion
bushels during: the months of the summer of 1974. We had good
production in 1975. We came into the current crop marketing year
with relatively low carry-in because of the last year’s short produc-
tion. However, we had record crops in 1975. We had a record wheat
crop of over 2.1 billion bushels. We had a near record crop of 5.7
billion bushels of corn. Our other feed grains were good. Our cotton
production was down somewhat last year, which was not bad, be-
cause we had a heavy carry-in of cotton. We will have a carry-out of
grain stocks at the end of the current crop year substantially above
the carry-in at the start of the current crop year.

Therefore, our inventory situation, or our reserve situation, if you
may choose to call it that, is in a very healthy situation right now.

The second guestion, for some 2 years now, we have had a require-
ment that every export sale of 50,000 tons of grains or more must be
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reported within 24 hours. Those are reported. These are sales that 1
speak of. Of course, we also monitor shipments whenever the ship is
loaded. These are reported to us every 24 hours. They are published
once a week. I am not sure whether 1t is on Thursday afternoon or
Friday afternoon. They are published after the market closes once a
week. And we feel we have very accurate and very current figures
on export sales.

Representative Heckrer. I would like to have your assessment of
the rice bill. What is the impact of the recent rice bill that Congress
has just passed in view of the fact that rice harvests have been suc-
cessful, as T understand it, throughout the world and the possibility
of increasing our export market just simply does not exist today and
there are very large sized stocks on hand. What will the new rice bill
do to that situation?

Secretary Burz. The new rice bill represents, I think, a turnaround
in our policy with respect to rice that makes our rice policy now
relatively consistent with our governmental policy on food grains and
feed grains. I say “other foods grains” and that is wheat especially,
and the feed grains and cotton and soybeans, Mrs. Heckler.

We are now moving rice production toward the target price con-
cept, which is very similar to the concept that we have under the Ag-
viculture Act of 1973 for the other grains and for cotton. We are per-
mitting what we call open-ended production of rice, which means that
there will be no restrictions on rice production this year under the
new program, as there are no restraints on the production of the
other crops. This is a departure from the system of quotas that has
been in effect for rice production where we had quotas that could not
be reduced below a minimum of 1.6 million acres, roughly, although I
don’t have the exact figures here. Those quotas are held primarily by
farmers in California, Texas, Arkansas and Louisiana, with a few
other states having some quotas. We are moving away, from the
quotas system. We are moving toward the target price concept—with
a gradual transition period—and the associated loan concept for rice
that is now applicable to other crops. This new rice bill has a tenure
that will correspond to the tenure of the general farm bill. It will ex-
pire in—it will expire with the 1977 crop year, so that there will be
need for new farm legislation that year.

We feel that this will permit added entry of American rice into the
world commercial markets. I think rice has depended entirely too
much on Public Law 480 for its export market, and too little on com-
mercial markets.

It is true that there have been good rice crops around the world.
We don’t produce a large share of the world’s production. We only
produce around 2 percent of the world’s rice production, but we ex-
port nearly 60 percent of the rice we do produce, because we are not
a rice-eating nation. And we supply approximately a third of the
rice that moves in international trade. Therefore, we are an important
factor in the international market for rice. I think this new program
will permit us to move more aggressively toward market expansion of
rice than the old program did.

Representative HEcKLER. One final question, which is just a general
policy question. Obviously, I do come from an urban area largely,
and an area in which the problems of the consumers and the house-
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wife you mentioned—housewives being, the full-time housewives, I
think, the most unvalued person in this society—nonetheless, house-
wives that I speak to, as well as heads of households, are still deeply
concerned about food prices. And just yesterday, in the Domestic
Marketing Subcommittee of the Agriculture Committee, we heard
testimony from a series of potato growers who testified that the in-
crease in markup on fresh produce, which is not going to be proc-
essed, between the time it leaves the farm and u%timately reaches
the consumer in a supermarket in Massachusetts, Washington, or any
other place in this country, that the increase in price is often as high
as 100 percent. Now, I know that the consumers have spoken out. I
know many of them, thousands wrote in opposition to the beef-
grading decision, for example. And yet their words, their input
virtually went unheeded.

And I think we have a problem of having established or having to
live with a conditional relationship that is really unfair to the farmer
and unfair to the consumer. It is an adversary relationship. Mr. Butz,
I would like, as a consumer representative, to find out how we can
become allies; how you, as Secretary of Agriculture, can work with
consumer advocates, housewives, et cetera. I would like to know how
we can mutually resolve the difficulties, the enormous gap in commu-
nications, so that we can not only speak to each other, but maybe even
hear each other. I don’t think that there is presently, in your Depart-
ment, or in any of the departments, of really adequate consumer ac-
cess. And for this reason, I favor the Consumer Protection Agency,
with the elimination of the consumer services in the various depart-
ments. And that was my idea and my amendment, which 1 brought
to Mr. McClosky.

But, as a matter of fact, we do expect and, unfortunately, it looks
like that particular piece of legislation is not going to be favorably
looked upon by the White House so that we are going to go back to
square one. What can we do? How can we really start to look at the
food prices, and have each side really appreciate the other’s point of
view ? How can the consumer have better access to you and still allow
you to do your job well in terms of supporting the farmer? Because
of course, 1f the farmer does not produce, we have no food to argue
about. What can we do? ’

Secretary Butz. I think the consumer has access to the Depart-
ment of Agriculture. I wish, however, the organized consumers—if I
can use that term and of course I don’t hear a uniform voice from
consumers on beef grading, for example, because there is one con-
sumer group that said they didn’t want any change and another
group wanted change. They were just like the producers, where one
group of producers wanted a change and one didn’t—but it has been
alleged that we didn’t pay any attention to the consumer input in our
changes on beef grades. Well, we did; we just paid attention to the
other group of consumers speaking in this case. I wish consumers
were consistent. If these very same consumer groups that protested
so loudly that the Department of Agriculture is insensitive to con-
sumer needs and food prices had had the courage yesterday to have
taken the stand on the side of supporting the President’s veto of the
increased dairy supports bill that would have added approximately
$1.2 billion to consumer prices of milk over the next years, Mrs.
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Heckler, if those same consumer groups had had the courage—and
I may say Ralph Nader; I will put him in the same category—if they
had had the courage to come on this Hill and sit in opposition to
some of their political friends up here, then I would have thought
that they were truly the consumers’ friends. But, where were they yes-
terday? We tried to get them yesterday to stand behind supporting
the President’s veto of a $1.2 billion increase in the consumer cost
of dairy products, but they were absent.

Therefore, I simply have got to say that I regard them as being
more political than economic in cases like this.

All right now, that is a lecture you didn’t ask for, but I wanted to
get it oft my chest, because I never thought I would want them to be
allied with me, but yesterday I did, and they weren’t here. We sup-
posted the President’s veto without——

Representative Hecrrer. But I asked

Secretary Borz [continuing]. And at the very same time yesterday,
or the day before, one of those groups sent me a protest with much
publicity, Mrs. Heckler, about why don’t you investigate the combines
of the large dairy co-ops that are raising consumer prices of dairy
products by $200 million a year. And when I wanted them up here to
save a ripoff of $1.2 billion, they weren’t here. OX, so much for that.
I pay my respects to the consumer groups with that little speech.

Now then, why don’t we get together? We should get together. Qur
interests are the same. The interests of the Department of Agriculture
are in consumers. They buy our products. We do have common in-
terests. And I think, Mrs. Heckler, the fact that in the last 3 years,
we have turned our farm policy around from one of scarcity, from
one of quotas, from one of allotments, from one of curtailments, from
one of cutbacks, to one of full protection, Mrs. Heckler, that this ad-
ministration and Agriculture has indeed been the consumer’s friend.
Because you can’t maintain with any degree of credibility, you can’t
maintain that a program of scarcity is in the interests of the Ameri-
can consumer.

Mrs. HEckLER. Well

Secretary Burz [continuing]. Now then, I think our farmers are
doing their part. Our farmers have a record of increased production
per worker and increased efficiency per worker unmatched in any
other major sector of the American society. They are pretty efficient.
And they are efficient because our farmers have not learned yet to
punch the clock at 40 hours. They haven’t learned yet, in Massachu-
setts, to go out to the cow stable and say, “Look, boss, I am going to
be gone for the weekend, so let’s shut it off for 3 days.” And most im-
portant of all, they haven’t learned to put two drivers in the tractor,
like the locomotive that goes through town.

Now, let’s take a case in point. I think you heard me make this
illustration the other day in the Agriculture Committee. Right now,
we have about 5 cents worth of wheat in a 1-pound loaf of bread——

Representative HEcRLER. Yes, I heard that, and

Secretary Burz. Well, I want the Chairman to hear it, too. As I
recall, the other day I was asked what a loaf of bread cost and T
checked up then—and I hope you have, too—but there is about 5

-cents worth of wheat right now, at farm price, in a loaf of white bread
that sells in this town for 45 to 50 cents. That means about one-tenth
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of that loaf of bread is wheat. It costs more in major American cities
to move that loaf of bread from the bakery door to the supermarket
shelves than it costs to put the wheat in the bread. And the woman
who complains the loudest about the price of that bread is often the
wife of the man who drives the delivery truck. Now, I think that is
the place we have to attack. We have got to increase the efficiency of
the utilization of equipment and especially utilization of labor in the
whole processing and distribution chain.

Representative Heckrer. Well, Mr. Secretary, if we can get back
to that simple potato, that increases 100 percent in price from the
time it leaves the farm in Maine or wherever and reaches the super-
market. That 100-percent markup is what the housewife or the con-
sumers are really screaming about. And when I speak of consumers,
I am not talking abont groups, about organizations; I am talking
about people, I am talking about the purchasers. What can your De-
partment do to help us probe the mystery of high food prices?

Certainly, we want a fair return for the farmer. We want the
farmer to have an incentive. And personally. I know how hard they
work and T think this is something that is well respected in my area.

Nonetheless, food prices are staggering. And there is that mystery
that shrouds the whole issue. Isn’t 1t possible for you to become the
great hero for the American people as well as the farmer and help us
reveal or disclose or determine where the villain lies?

Secretary Borz. I certainly can. This morning, in Sioux City,
Towa, a major beef packing center, there were perhaps 100 refrig-
erated trucks that left Sioux City, Iowa this morning, and headed
for Washington, for Philadelphia, New York, and Boston with beef
halves hanging on the rail in that truck. Half the space in that truck
was full of air because of some silly rule of the Meat Cutters Union
that you had to break that carcass down in New York City behind
the counter the same way granddad did, except you use a power saw
instead of breaking it down in Sioux City, putting it in boxes, filling
the truck truck-full, and having one driver take a full truck across
the country instead of half a truck across the country.

T certainly can point out some illustrations or the fact that after
6 p.m. in Chicago and Cleveland, you can’t buy any meat in the
snpermarkets. You cover up the counter, even though the store is open
24 hours, because of some silly rule in the Meat Cutters’ Union that
you are supposed to cover the counter at 6 o’clock. I guess you’ve
got to write that into the price meat also.

T can give you another illustration. Yon say what can I do? 1
would like to make enough housewives mad enough that they will
demand something be done ahout this.

Representative Heckrer. Well, there is probably one facet of com-
modity sales that is a problem and a different problem in another.
But the fact is, no one is putting it all together and the housewife
doesn’t know where to go except he or she is extremely frustrated
and has just lost faith. And I think that any innovative thinking
that your Department could give as to how we could create an effec-
tive and meaningful mechanisms for exchange within your Depart-
ment and the consumers, well, I think this would be terribly impor-
tant in terms of dealing with the problems and perhaps in terms of
resolving some of these high costs. I don’t think it is fair to blame
the farmer, and most thinking people do not.
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_But, the fact is that the consumer feels that there is no place to go
right now. And somehow or another, I would hope your Department
will face that fact. I know I am running out of time, Mr. Chairman.

Representative Heckrer. But T would like to ask——

Secretary Burz. In this connection, I would be glad to supply you
with 100 illustrations of the kind I just did.

Representative HeckLer. Somehow or another, these illustrations
have been on a fragmented basis and do not provide the response or
the answers to the overall problem. So we have to put it all together.

And there has to be a dialog which responds to consumer letters
and complaints and

Secretary Butz. Okay, let’s get at another problem. In this town,
in the supermarkets in this town, you’ve got to hire enough checkout
people at the checkout counters to take care of the rush period from
3 in the afternoon until 7. Then you’ve got to hire enough stock per-
sonnel to take care of the job of filling the shelves in the morning
from 6 until 10 in the morning. You can’t move the stock fellow over
to the checkout counter when he has some time off, or vice versa. And
you simply overstaff the establishment. Now, I guess that has to be
written into the price of groceries, too.

Representative Heckrer. I think there are lots of other things
that can be written into the price and perhaps we can find a way to
have a more extended conversation on this. Maybe we can have some
joint hearings.

I would like to shift the problem now to Mr. Richardson, because,
after all, we are talking about commerce, too. And as I recall, the
Commission on Productivity made over 100 recommendations to the
President on the subject of increasing the productivity of employees
and the systems within the food industry.’I wonder if this might be
a very unfair question, since you have been on the job just 3 days,
but I wonder if your Department could tell us what has happened to
those recommendations ?

Secretary Ricmarpson. I really don’t know where, exactly, they
stand. I do_think, though, that your question and Secretary Butz's
answers and the role of the Department of Commerce are closely re-
lated. He has touched on a number of things that affect the ultimate
price of food to the consumer, which do involve productivity in its
essence and the utilization of people.

And I would be glad to furnish, for the record, what I can in the
way of a response to the question of what is being done about these
recommendations. I would be very interested myself in knowing the
answer to this. v

"[The following information was subsequently supplied for the
record :]

With respect to the Department's position on the former National Commis-
sion on Productivity’s (now the National Center for Productivity) recommenda-
tions of two years ago, it should be noted that the Secretary of Commerce
was. and still is, a member of this body and has consistently supported its work.

The Department of Commerce plans to undertake several projects involving
food distribution. The primary vehicle for this work will be the Advisory Com-
mittee on Food Processing and Distribution, which was recently approved
by the Department and is now awaiting Office of Management and Budget ap-
proval. Specific areas of study will include modularization, which has the
potential to substantially improve the use of truck and warehouse space and
thus increase productivity in food distribution; the economic impact of the
automated front end, which represents the application of computer technology
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to the grocery store and is expected to result in improved productivity and the
generation of data for management control not previously available; and an
analysis of the difficulties and possible remedies to providing retail food outlets
for inner city residents, a growing social problem. In addition, the Committee
would also represent a vehicle for reevaluating, with the assistance of the Na-
tional Center for Productivity, the previous National Commission’s approxi-
mately 100 recommendations for increasing productivity in the food industry,
and for assigning priorities to these recommendations. :

Secretary Ricmarpson. Of course, you get into a whole series of
interesting and difficult problems here when you are concerned with
the interrelationship between prices and productivity and employ-
ment. Some of the practices that Secretary Butz has referred to are
practices whose objective is obviously to protect or to create jobs. And
1f you were to wipe them out overnight, you would certainly reduce
the price of food to the housewife. You would also be putting a lot of
people out of work. The problem, on the face of it, must be one that
is solved over time to the extent that we combine the overall growth
of the economy with job creation in new areas where people are more
efficiently used, so that we can reduce their excessive utilization in
situations like those that he has referred to. And that really is the
course that our economy has historically followed. We have been able
to sustain relatively high employment because we have encouraged
growth an innovation. And we have been able to do this while in-
creasing the rates of wages and per-capita disposable income. Thus,
if you are looking for someplace to start to deal with the things in
an interlocking cycle of related phenomena, it seems to me that the
most important place to begin is with the encouragement of the in-
novative technological growth and developmental process itself,
which is a long way of saying investment in the productive economy.

Let me go back to the United Kingdom again. There has been a
tendency—for a lot of historical reasons, Representative Heckler, that
I won’t go into—a tendency in Britain for the worker to think in
terms of the protection of the job and the distribution of what has
tended to be assumed to be a relatively fixed pie, as distinguished
from the wholehearted cooperation of the worker in helping to make
the pie larger. The result, therefore, is a whole set of attitudes, in-
cluding the protection of the job, the stretching out of the work, a
resistence to the adoption of innovative techniques that may have the
result of laying people off. And the result is visible. It not only dis-
courages growth, but it also perpetuates a relatively low-wage
economy.

I think there is developing in the United Kingdom now a realiza-
tion that these policies require abandonment and redirection. And I
think it is clear that a solution in the interest of the housewife with
respect to the cost of the potato has to be a part of the process
whereby the economy is able to employ people who are now under-
employed or are engaged in unnecessaryv work.

Representative HecgrLer. Thank you, Mr. Secretary. .

Representative Moormeap. I will yield to the distinguished senior
Senator from New York.

Senator Javirs. Well, thank you, Mr. Chairman. I just came to
greet my friend and brother Elliot Richardson in his new role. That
was all. And T would like to listen a minute.

Senator RicmarpsonN. Thank you very much, Senator Javits. It is
a pleasure to see you. I have seen you on the bench of a number of
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other committees, but this is the first time I have seen you in your
capacity as a monetary commentator and policymaker in the Nation’s
economy.

Senator Javirs. Thank you very much. And I would like to greet
the Secretary of Agriculture, also.

Representative MoorHEAD. Secretary Richardson, the Commerce
Department has acquired a reputation for being one of the most con-
tinuously reorganized agencies in the Government. And it was re-
cently published that Commerce is again undergoing a reorganiza-
tion. I understand that the post of Assistant Secretary for Economic
Affairs is going to be downgraded to that of Chief Economists, but
a new position, the Assistant Secretary for Policy will coordinate a
large number of economic areas.

Now, what assurances does this committee have that a new policy
layer on top of those who released the economic data will insure the
continued impartiality and objectivity of economic data? Where does
the Bureau of Economic Analysis and the Bureau of the Census fit
into this new reorganizational scheme? And what benefits do you
think that the reorganization will bring to the formulation of policy ?
We certainly want to continue to rely on Commerce producing, as
nearly as one can, impartial and objective economic analyses on which
so many departments and agencies in the Congress rely.

Secretary Ricmarpson. Well, I am so glad you raised this question,
Mr. Chairman, because in doing, you have indicated that there must
exist misunderstandings with respect to the rather limited steps that
I have taken since coming to the Department of Commerce. I would
have said that we had upgraded the position of the principal eco-
nomice officer of the Department by renaming his title as Chief Econ-
omist for the Department. Certainly there is no element of down-
grading involved. He will preserve the same relationship to the
Bureau of Economic Analysis that the Assistant Secretary for
Economic Affairs had. He will, in other words, Mr. Chairman, be a
policy spokesman for the Department and an adviser to the Secretary
in economic matters, utilizing the data developed by the Bureau of
Economic Analysis in the light of its interpretations of those data.

But, as this committee is well aware, the Bureau of Economic
Analysis cannot both be a widely respected entity, charged with the
compilation of the Economic information—as it is and will certainly
be as long as I am Secretary of Commerce—and at the same time, be
charged with the formulation of policy recommendations to the De-
partment and the administration in economic areas. So that is the
function of the Chief Economist.

Now, the Office of Assistant Secretary for Policy creates a position
coordinated with that of the Chief Economist and also reporting to
the Secretary of Commerce. There is no interposed layer between the
Chief Economist and the Secretary. The reason for creating the posi-
tion of Assistant Secretary for Policy is simply that the Department
of Commerce impinges on such a wide area of the national activity
that it is important for the Secretary to have the benefit of a staff,
whose function is to analyze current issues and to help formulate
priorities. Also, Mr. Chairman, because of the degree to which these
problems cut across agency lines and thus necessitate the creation of
various interdepartmental bodies, Cabinet committees, and so on,
there is a need to have at a higher level in the Department a person
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whose role is to assume general responsibility for the manner in
which the Department of Commerce relates to and makes its contri-
bution to the role of these various interdepartmental entities.

Representative Moorueap. Thank you, Mr. Secretary. This commit-
tee wants to get the unvarnished statistics brought before it.

Secretary Ricmarpsox. I understand. And I appreciate v

Representative Moormean. Mr. Secretary, I have to leave for a vote.
ggn%tor Javits has agreeed to take the Chair. I will be back very

riefly.

Senator Javirs. I would like to ask the Secretary of Agriculture
what he thinks will be the effect of the rice bill. which we passed in
the Senate just yesterday, considering the fact that the industry here
in this country depends largely on exports and that crops are said to
be very good around the world and that there are or will be sub-
stantial stocks? So can the Secretary give us some guidance as to the
effect of this new bill and why it should or should not become law ?

Secretary Burz. Well, the effect of the new bill on the domestic
rice industry will be to free it from the rigid production quotas that
have been existing. It will permit rice, given time, to move into areas
of more efficient production than has been in the past. Therefore, it
will tend to make our national rice industry a more competitive in-
dustry than it has been in the past. It is true, as you say, that there
are substantial stocks of rice in this country at the moment. We have
had a good rice crop around the world. However, it has only been 2
years since there was a very short rice crop and rice was very high
priced. That could happen ‘again. We export roughly 60 percent of
the rice we grow in this country and we supply roughly a third of the
world’s international trade in rice. I think the longrun effects of this
bill will be to make us more competitive in rice and will help us to
get a more nearly commercial market for rice with less dependence
on Public Law 480 commitments for rice production in this country.

Senator Javirs. So, you consider the nature of the bill and its fun-
damental thrust desirable?

Secretary Burz. Yes, I do.

Senator Javirs. Secretary Richardson. we have been having quite
some discussion, including a discussion this morning in the Joint
Economic Committee, as to the situation of our policy respecting eco-
nomic activity. On the one hand. the posture of the administration
has been characterized as endeavoring to hring money into capital in-
vestment facilities, into investment. et cetera, especially in areas which
have serious unemployment—and that has been called with the cliche
of a “trickle-down theory”—as opposed to the argument, on the
other side, that we needed to deal with unemployment. which is con-
sidered to be the principal issue of the day. on a more direct bas's as,
for example, in public service jobs, in signing this bill, which relates
to our overriding the President’s veto, as it is clear he will veto it. Tt
relates to publc works, to short-term public works. Could you give us
such work as has been done in the Commerce Department already as
to what you consider to be the pros and cons of that s'tuation looked
at from your vantage point as Secretary of Commerce ?

Secretary Ricrrarpson. I would be glad to try to do that, Senator
Javits. I think you have to start with a number of factors that belong
in the solution of this equation. One is the timelag in the effectiveness
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of any given approach; one is the aggregate costs to the taxpayer,
and one 1s the impact of the dollars involved in creating jobs. A final
factor is the kinds of jobs that are involved and the permanence of
those jobs, Senator.

The administration’s view—and this is the view which we in the
Department of Commerce share—is that the money involved can
more efficiently be used if it is directed toward the creation of perma-
nent jobs in the private sector. We think that the experience with
public service jobs so far as it has been evaluated to date, Senator,
suggests that the effect is principally to use Federal money for the
payment of people who would have been employed anyway by local
governments. It has been estimated that the displacement effect over
time is as high as 90 percent.

We also think that the value of emphasizing incentives to invest in
private plants and private production has the advantage of bringing
into existence productive capacity, as well as creating permanent jobs
that will help to deal with the problem I covered in my statement;
namely, the problem of the private fixed investment needed over the
remainder of this decade in order to satisfy the combined objectives
of a full employment economy, pollution abatement and decreasing
dependence on foreign petroleum.

So, in other words, given a choice in the use of resources held down
in aggregate amount by a concern with preventing a resurgence of in-
flation—we think that the resources are better used in the stimulation
of incentives to invest. And I don’t think we should apologize for fol-
lowing that course or be intimidated by the “trickle down” label.

Senator Javits. Well, the difficulty with the thesis which you ex-
pound is that it presupposes a continuance of a highly unaccepted
level of unemployment. As far as we can see, even by the Federal
Government’s own projections, you would still be over 714 percent in
1979 and maybe even later than that. So, that is one part of our
problem. '

Another part of our problem is that we are obviously going to be
cutting down on the duration of unemployment compensation. We
have already reduced considerably, as of January 1, Mr. Secretary,
the number of weeks that it can be drawn. I1ence, as there are 100,000
expirations a month, we will speedily get an enormous number of
new people on welfare. So, isn’t it a better tradeoff—so this is the
question: Isn’t it a better tradeoff to deal with the job situation by
giving jobs in a-pattern which is now established, albeit not entirely
the potimum—to wit, public service jobs—than withholding back
from that and letting people go on welfare for the reasons that I have
mentioned ? . '

Secretary Ricmarpson. Well. I think there are a couple of things to
be said about that, Senator Javits. One is—and frankly, since I have
returned, I recognized that it was important for me to get and to
analyze the composition of the unemployed segment of the labor force
in terms of who are the unemployed, how long have they been unem-
ployed and so on. Obviocusly the critical questions are: What is the
degree of hardship, on whose part, and for how long? Depending on
what the breakdown looks like, the question of whether or not public
service jobs are an effective response to that problem may depend on
that in considerable part.
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In any event, turning to the other side of the question, which is as-
suming that people do go on welfare, and coming then to the question
of whether there should be some work requirement attached to this,
I think yow've got quite a different question, because it involves the
problem of whether or not they should work in effect for the wel-
fare check if they are able bodied or otherwise able to work. I think
a very good case can be made for that requirement, but that is a rather
different question than whether or not an added amount of money
should be appropriated by the Government for the creation of public
service jobs per se, as distinguished from, in effect, creating an ad-
ministrative mechanism under which people, who happen to be on
welfare, and who, if they are able to work, be required to work.

Senator Javits. Of course, you would be correct if we had a Federal
welfare system, which we do not. One of the things that has broken,
for example, New York City’s back is the welfare load, because it
shared it 50-50, whereas the unemployment compensation comes out
of the unemployment insurance system or the Federal Government, as
the case may be, if you are a covered or an uncovered employee. And
that is one of the difficulties.

You may find that even welfare standards will be very much de-
based because the money simply isn’t there to meet it and that the
attitude taken by the President—to wit: that he feels the dignity of
unemployment compensation, which at least theoretically you have
earned by the quarters in which you have been at work, is a great
moral factor for the factor—and the President may, indeed, decide
that is beneficial. Because if the worker gets into the poverty syn-
drome, if he kind of accepts it as a demeaning position in life and
crawls into his hole and stays there in terms of any more enterprise
or ambition, then

Secretary Rricmarpson. Well, that is a very serious problem. I am
not sure I know what the facts are on the prospects for having to
reduce the duration of unemployment compensation. I certainly think
that it is better to utilize unemployment compensation as long as it
can be used to the extent that the individual has reason to hope that
he will have reemployment within the same form of experience. In
any event, if you are talking about new money for public service jobs
versus the question of incentives to create employment, it seems to me
that the value inherent in the expansion of the economy and the
creation of permanent jobs does have a very strong claim over a
course which at first creates temporary jobs, many of which, accord-
ing to the analysis of figures in the past experience with public
service jobs, are jobs for people who would have been employed any-
way, with the result that you end up utilizing a very large propor-
tion of all the Federal money and simply displacing municipal costs.

What you are doing, in effect, to expand the general revenue shar-
ing program. In any event, when the question of additional money
comes up against the problem of aggregate government spending, you
have to look at the problem of inflationary impact and the conse-
quences on confidence, and the consequences of confidence, in turn, on
the stimulus of the investments that will improve the employment
situation. It is that set of related considerations, in any event, that
has led the administration to believe that, on balance, it is better to
hold down aggregate spending, to create incentives for investment,
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and to deal, as best you can, in the short term with the problem of
unemployment itself.

. Senator Javrrs. Well, thank you, Mr. Secretary. It is a very illum-
Inating explanation of the administration’s position. I don’t agree
with it, but I appreciate the clarity wth which you set it forth. Thank
you very much, Mr. Chairman.

u Representative MooruEap. Thank you. Mrs. Heckler has one ques-
ion.

t1)1.epresentative Hecrvrer. Just one further question on the same
subject.

As you know, Mr. Secretary, we do have considerable unemploy-
ment 1n Massachusetts at 12 percent. Now, I do agree with your em-
phasis on long-term improvement in the economy and the need to
create a healthy economy and the need to fight inflation. But, really,
for those people who are unemployed, Mr. §ecretary, the problem is
acute now. And somehow it seems as though it is difficult to strike a
balance. But since the administration uses the term “balance” con-
sistently, how can you balance the longrun interests of the country
with the short-term anxiety? You, in your statement, referred to the
social cost of unemployment—and I see this every day—and then
there is the economic cost. What do we do Monday morning for
literally thousands of people who are out of work and who want to
work and who are left in probably the most impoverished role in
their lives in terms of the fact that they feel totally hopeless? What
1s the shortrun answer? Is there really no other way, except grin and
bear it and go for the long haul? Isn’t there any way to address the
short-term needs of the population and of the youth. For example,
this summer, are they going to be just on the streets all over the
counltrey? Is the administration going to have any program for
youth?

Secretary Ricraroson. Starting at the very end of your question, T
don’t know what approach the administration may have in mind with
respect to youth. I will have to try and find out more about that.

But, I think on the problem of the unemployed, quite a lot, of
course, is done today in our society by comparison with what we did
in the period of the Great Depression. That fact goes a long way, I
suppose, toward explaining in turn the fact that we have been able
to endure the relatively high level of unemployment, as we have re-
cently had, without more hardship. We do have substantial cushion-
ing devices through the combination of unemployment compensation,
some union agreements, the combination of medicaid, food stamps,
and so on. We also have a situation in which it is more common for
both the husband and wife to be employed. Often there are other
members of the family who are also employed. It is fair to say that
in much of your own district, even in the best of times, the official
unemployment figure averages around 8 percent. And yet in those
very periods, there are many jobs going begging. There is a certain
amount of sophistication in that area with respect to riding the
unemployment compensation system among members of a family who
move in and out of employment. All of these things contribute to the
degree to which we have been able to tolerate the situation.

Now, certainly, the Government and this administration are com-
mitted to the relief of outright hardship. But when it comes to the
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question of whether an individual is really that much better off in the
short term by being put into public service jobs versus devoting ef-
forts to stimulating employment through the encouragement of con-
fidence in the overall direction of the private sector, I think the
former is rather doubtful. It looks like you are doing something,
but when you count whom you have helped and what the cost is,
clearly it is false. You know, it is hard to resist the “don’t just stand
there—do something” syndrome. And I can understand that all right.
But, I really think that we also need to look at the other side of it, which
is that when we do yield to the impulse, but don’t accomplish very much,
when it turns out that most of the people who are employed would
be employed anyway, and where, according to some estimates, the
result of the net increase in jobs is the payment of $90,000 of tax-
payers’ money per-job, then we have the problems of the disillusion-
ment with well-meaning attempts by Government to solve problems
t.ltlatléxave resulted in a cumulative lack of confidence in the structure
itself.

So. I really think that in the present circumstances, unless we are
pretty sure that a given proposal is going to work reasonably well,
we are probably better off in resisting the impulse and trying to do
what we can to improve the performance of the system as a whole.

Representative HeckLer. Well, I might just add in that context, I
think that the public works appropriation carries with it both the
opportunity for people to work and second to do something pro-
ductive, rather than merely hold a job; that is, working on the capital
improvements badly needed in a community so you are not making
work. but actually doing something that the community badly needs.
And I think that approach is far preferable to CETA. But, if the ad-
ministration vetoes both programs and really allows the situation to
merely vegetate, I question it personally.

T thank you for your explanation. It does provide clarity. But, T
certainly would question whether it is an adequate response to the
really significant problems of short-term unemployment.

Thank you, Mr. Secretary.

Representative Moormran. We have another vote on. I presume
that you gentlemen would be willing to answer questions submitted
to you in writing, would you not? Maybe in the few minutes I have
left, T can ask Mr. Butz a few quick questions, which I hope have
quick answers. '

T am hearing fears from the Midwest and also from California
that the drought situation without rain or snow endangers this year’s
crop. In other words, it is not as optimistic as the testimony you pre-
sented to ns. Would you want to comment?

Secretary Burz: In local area, that is true. It is not general. As is
always true in any year, there are localities not as well off as others. T
think7 there is no serious threat at the moment to a sizable production
in 1976.

Representative MoormraAD. Another question, sir. What is the De-
partment of Agriculture doing to correct the breakdown in the qual-
ity control over the grain being exported

Secretary Burz. A great deal. We have assigned added inspectors
to the gulf ports where the primary product is. We have assigned



277

added supervisors to our graders down there. There is legislation go-
ing through the Congress to give the Department added authority.
At the present time, the Department does not have the authority to
make initial inspections. We can do review inspections. This is the
only place in which inspections are done in the private sector, rather
than the public sector. It is this legislation comes through, we will
have added authority. But, at the moment, I think we are moving
in cooperation with the Department of Justice and in cooperation
with the District Attorney down there. Mr. Chairman, in coopera-
tion with the FBI also, to correct the situation.

Representative Mooraeap. Well, thank you very much, gentlemen,
for your statements. We will adjourn.

But before I adjourn, I want to say to Secretary Richardson that
I do believe that it is possible to have short-run programs to aid un-
employment and have them structured in such a way that they would
not continue and hence contribute to inflation after we have attained
recovery. So, I want to express to you my view that I share the views
of Mrs. Heckler and Senator Javits.

Again, thank you very much, gentlemen. I am sorry it has gone so
long, but it has been an extremely instructive session to us.

The Joint Economic Committee is adjourned.

[Whereupon, at 4:15 p.m., the committee recessed, to reconvene at
10 a m., Friday, February 6, 1976.]
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